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1954. Code can turn buy-sell agreements 


into disastrous tax traps for stockholders 


by ARNOLD J. HOFFMAN 


The stock-attribution rules of the new Code may produce dividend income where capital- 
gains treatment has heretofore been expected. This disastrous situation results from the 
involuntary operation of a buy-sell agreement, probably one written before, or in ignorance 


of, the new Code. All pre-1954 buy-sell agreements should be examined at once to guard 


against this threat. This article discusses recent Revenue Ruling 56-103, which sets forth 


the IRS position, and explains the operation of Sections 302 and 318 which cause the 


trouble. The author gives 


/{ ANY TAXPAYERs have a vague idea that the 1954 
M Code provides generally that in certain situa- 
tions redemptions will be treated like dividends. Many 
have no realization as to how technical and compli- 
cated are the provisions added by the new Code; in 
particular, the constructive stock ownership rules. 
hese rules set up one of the most dangerous tax traps 
we have ever had. Today, if in a closely-held corpora- 
tion there is an agreement forcing a deceased stock- 
holder’s estate to sell stock to the corporation, the 
agreement may constitute a time bomb—set to explode 
when the stockholder dies. The result can be disastrous 
at today’s tax rates. The estate may have to sell— 
the new tests and constructive stock ownership rules 
may label the redemption a dividend—and the federal 
government may take most of the proceeds. 

lo determine whether you are safe, it is not enough 
to look only at the buy-sell agreement. Today it is 
nececsary to look closely at the stockholders, their 
identities, relationships, and relative holdings. Are 
they members of the same family? Are they or will 
they be beneficiaries of the same estate? Are they or 
will they be beneficiaries of the same trust, and if so, 
what is or will be the actuarial interest of each? Are 


brief suggestions for avoiding this tax catastrophe. 
t ) & 


they co-partners in a partnership? Are they co-stock- 
holders in another corporation?—and so forth. All 
of their relationships and interests must be checked 
for trouble spots. In order to understand thoroughly 
the implications of this trap, let us examine the 
operation the law before going into the details, later 
in this article, of the buy-sell agreement problem. The 
dangers can be spotlighted best by a few simple con- 
crete illustrations. 

Several years ago a husband and wife formed a 
corporation. Each put in $50. Each took 50 shares. ‘The 
corporation has accumulated $500 of earned surplus. 
Each share is now worth $6; their tax basis is $1 per 
share. 

Suppose the wife turns in her 50 shares for $300. 
Would the redemption be treated like a sale, or like a 
dividend? For the answer, we must turn to Section 
302 and its three tests. See box on page 324 for an 
example of how this section works. 

But we can’t stop at Section 302—we must consider 
also Section 318. Here a complication, new in the 
1954 Code, enters the picture. Section 318 adds con- 


structive stock ownership rules under which taxpayers 
are to be treated as if they owned stock held by cer- 
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tain other taxpayers. One of those rules, in effect, 
states, “A person will be treated as owning all of the 
stock owned by husband or wife, parents, children, or 
orandchildren.” 

Applying that rule, the wife is considered to own 
her husband’s 50 shares. Therefore, we begin with 
the wife actually owning 50 shares, and being con- 
sidered to own also her husband’s 50 shares. Hence 
she is treated as if she owns 100 shares. 

Her 50 shares are redeemed. After the redemption, 
she is still treated as if she owned the 50 shares owned 
by her husband. So this wife is regarded as if she were 

100% stockholder before the redemption, and a 
100°, stockholder after the redemption. 


{ pplication of the three Section 302 tests 
What happens to Section 302 and its three tests 
under such a stock ownership rule? 
lest one: The redemption will be treated like a sale 
it is not essentially equivalent to a dividend. Here 
the wife is regarded as if she were always the sole 
ockholder. The redemption appears then to be 
livalent to a dividend, and the test is not met. 
Test two: The redemption will be treated like a sale 
it is a substantially disproportionate redemption, 
ubstantially reducing, in a specified manner, the 
oportionate interest of the wife. Under this stock 
nership rule her interest is never reduced. She is 
ays regarded as having a 100°% interest. This test 
not met. 


7 


lest three: The redemption will be treated like a 


e if it completely terminates the stockholder’s in- 
est. If under the family ownership rule she is 
ited as owning her husband’s shares, her interest 


ot terminated. But here we come to a complicating 
inkle of the new law. 


{ttribution rules waived on termination 
With respect to the third complete termination test 
law, in effect, says, “If certain conditions are 

sfied, then with respect to that one test, the family 

nership rule will be waived.” If these conditions are 
the wife will not be treated as if she owns her 
isband’s stock. And if she is not treated as if she owns 
ier husband’s stock, her interest has been completely 
erminated. 
What are those conditions? There is a set of con- 
itions dealing with situations where there have been 
prior transfers of stock between the stockholders. We 
do not have such a set of facts here, and we are not 
ow concerned with that set of conditions. 
One condition is that the stockholder whose interest 
being redeemed shall not, for ten years after the 
redemption, acquire an interest in the corporation, 
either as a director, oficer or employee, or as a stock- 
holder (unless stock is acquired by inheritance) . This 
appears to be the only condition we need concern our- 
selves with. It seems that if this wife does not, for ten 


years after the redemption, become a stockholder or an 
officer, director, or employee of the corporation, the 
condition would be satisfied. The conditions being 
satisfied, the family ownership rule is waived with 
respect to the complete termination test. With that 
rule waived, the wife’s interest in the corporation is 
regarded as completely terminated, and a redemption 
of her stock would be treated like a sale, entitled to 
capital-gains treatment. 

If, unwittingly, seven or eight years later, she be- 
came a director, officer, or employee, the condition 
would be violated, and the family ownership rule must 
be used in applying this test. In that event, she owns 
her husband’s stock—or is treated as if she did—her 
interest did not terminate—and the redemption results 
in a dividend. (The law provides a method for holding 
the year open for this purpose until it is clear that 
future conditions have been met.) 


Redeeming wife’s shares 

Suppose a sole shareholder, owning 100 shares worth 
$6 per share and with a basis of $1 per share [i.e., the 
shareholder described in the box on page 323. Ed.], 
studied this result in the husband-wife situation, and 
suggested the following: “I will give 50 shares to my 
wife and keep 50. Later the corporation will redeem 
her 50 shares. If the family ownership rule is waived 
in applying the complete termination test, will this 
be regarded as a termination of my wife’s interest, so 
that the $300 which she gets—and I would just as soon 
she get it as myself—will be taxed as long-term capital 
gain?” 

The answer is no. The law, in effect, says, “In apply- 
ing the complete termination test, the family owner- 
ship rule will not be waived if the stockholder, whose 
stock is being redeemed, acquired that stock within the 
prior ten years’—whether by sale or gift does not 
matter—‘‘from a person to whom the stockholder bears 
one of these relationships.” 

As a result, the wife who owns stock in the corpora- 
tion which she acquired from her husband within ten 
years before the redemption will be treated as if she 
owns her husband’s shares, and she will be so treated 
for purposes of the complete termination test. 

The same sole shareholder might ask, “If I give 
50 shares to my wife, but my 50 shares, not hers, are 
redeemed, will the tax result be favorable?” The 
answer is that the law provides for a similar result 
with respect to the person who gives the stock. That is, 
the law provides that if the stockholder whose stock 
is being redeemed gave stock away within the prior 
ten years to a person to whom he bears one of these 
relationships, then in applying the complete termina- 
tion test, he has violated one of the conditions for 
waiving the family ownership rule. Therefore he will 
be regarded as owning his wife’s stock; there is no 
termination of his interest; none of the tests has been 
met; and he pays a dividend tax. 
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In other words, speaking generally, the law is here 
concerned with the stockholder who desires to redeem 
some of his stock at a capital gain, and who tries 
to fit within the complete termination test by first 
giving some stock to a related person, hoping then that 
the redemption either of all his stock or all of the 
stock of the related person will be treated as a sale, 
with one of them left holding the remaining stock. 
These conditions, which bar the waiver of the family 
ownership rule, are designed to prevent that result. 

One qualification is to be added. The law provides 
that these conditions have not been violated if such 


stock transfers did not have income-tax avoidance as 
a principal purpose. Usually we would not care to 
rely on disproving such a purpose. 


Redemption from an estate 

Suppose now we have a corporation owned by a 
husband and wife, each having put in $50 for 50 
shares, 100 shares outstanding. The Corporation has 
accumulated profits of $500. Each share is worth $6; 
tax basis, $1 per share. 

The husband dies. The stockholders are the wife 
and the husband’s estate, which could use $300 cash. If 





OUR CONCERN is the tax problems in the case of a 
closely held corporation when a principal stock- 
holder dies and there is a buy-sell agreement. The 
term buy-sell agreement is used here to cover an 
agreement obligating the corporation to buy and 
the stockholder to sell, not agreements between 
stockholders. Here is a simple example showing 
how Section 302 controls such a situation. 

Suppose five years ago, in 1951, a man formed a 
corporation. He put in $100. He took 100 shares. 
His cost or tax basis for the 100 shares is $100, or 
$1 per share. The corporation operates successfully, 
accumulating earnings and profits at the rate of 
$100 per year. Today after 5 years the corporation 
has an earned surplus of $500 and capital of $100. 
His 100 shares have a value of $600, and each share 
is worth $6. 

Our taxpayer today wants $300 cash. If the 
corporation distributes $300 as a dividend, it is tax- 
able to him as ordinary income at ordinary rates. 
If he is in a 50% bracket, he pays a tax of $150 and 
keeps $150; if he is in a higher bracket, he keeps 
even less. 

Suppose instead he sells 50 of his 100 shares to 
an outside party for $300. He has a gain, $300 re- 
ceived less $50 tax basis, or $250 of long-term capital 
gain. The maximum effective tax rate would be 
25°, or $62.50 tax, as contrasted with much greater 
tax on a dividend of $300. 

However our taxpayer does not want to sell shares 
to an outsider. He then asks this question: “Why 
can I not sell the 50 shares to my corporation, take 
$300 from my corporation on the redemption, and 
get capital-gains treatment as on a sale?”’ 

Would that redemption be treated like a sale, or 
like a dividend? For the answer, we must look to 
Section 302 of the new Code. It provides that a re- 
demption will be treated like a sale, if it meets one 
of several tests. (For our purposes, we will be con- 
cerned with the three basic tests.) 





SECTION 302’S THREE TESTS: A SIMPLE EXAMPLE 


Test one: The redemption will be treated like 
a sale if it is not essentially equivalent to a dividend. 
Our stockholder turns in 50 shares and takes $300. 
This is not essentially different from a dividend. He 
keeps 50 shares instead of 100, but the 50 remaining 
shares represent complete ownership of the corpora- 
tion. He does not meet this test. 

Test two: The redemption will be treated like 
a sale if it is a substantially disproportionate re- 
demption, that is, if his proportionate interest in the 
corporation is reduced in a specific way set forth in 
the statute. Our stockholder’s proportionate interest 
is not reduced; he begins and ends a 100% stock- 
holder. He cannot meet that test. 

Test three: The redemption will be treated like 
a sale if his interest is completely terminated. His 


) 


interest is not terminated. He continues to be a 
stockholder. He cannot meet the third test. 

He meets no one of the three tests. Therefore, the 
redemption is a dividend. He pays a tax on $300 
at ordinary rates. 

Suppose later he sells one of his remaining 50 
shares for $6. His gain would not, as you might 
think, be $5 ($6 received less original basis of $1) . 
When the redemption of the 50 shares is treated 
like a dividend, his tax basis of $50 for those shares 
is not lost, but it is distributed among his other 
shares. The 50 shares he keeps get a basis of $100 
or $2 per share. If he then sells one share for $6, 
his gain is $4. 

That is an elementary illustration of the new 
Section 302 and its three tests as applied to a one- 
man corporation where a capital gain redemption 
is difficult to achieve. The danger in any close 
corporation is that the constructive stock ownership 
rules applied to the family and other relationships 
of stockholders will cause it to be regarded, in 
effect, as no more than a one or two man corpora- 
tion, where the tax results are likely to be unfavor- 
able under these three tests. 
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the estate sold its 50 shares to an outside party for 
$300, there would probably be little or no tax. The 
answer might depend in part upon valuation. Assume 
at death the value of the 50 shares was $300 (pass over 
the optional valuation date), and assume the estate 
takes the stock at a tax basis equal to that value. If 
it sells at $6 per share: no gain; no tax. 

However, this is a closely-held corporation. Pur- 
chasers may not be available, and the stockholders may 
not wish to sell to outsiders. They prefer the estate to 
sell to the corporation. Suppose the corporation re- 
deemed the estate’s 50 shares for $300. Question: 
Would that redemption be treated like a sale, in which 
case there is no tax, or would it be treated like a divi- 
dend, resulting in tax at ordinary rates? 

We must look to Section 302’s three tests and to the 
new Section 318 constructive stock ownership rules. 
In addition to the family ownership rule, there are 
rules which apply to various other kinds of relation- 
ships. One of those relationships is the estate—bene- 
ficiary relationship. The law provides that an estate 
will be treated as if it owns all of the stock owned by 
each of its beneficiaries. 

Assume the husband’s will names the wife as sole 
beneficiary. Under this rule the estate is treated as if 
it owned the wife’s 50 shares as well as its own 50 
shares. Before the redemption the estate is therefore 
regarded as owning all of the shares. After the re- 
demption the estate no longer holds its 50 shares, 
but it is still considered to own the wife’s shares since 
she is an estate beneficiary. So the estate is treated as 
if it is always the owner of all of the stock of the corpo- 
ration. 

Let us turn now to the three tests of Section 302. 

Test one: The redemption will be treated like a 
sale if it is not essentially equivalent to a dividend. It 
appears to be equivalent to a dividend if the estate is 
to be regarded as the sole stockholder throughout, and 
the test is not met. 

Test two: The redemption will be treated like a sale 
if it is a substantially disproportionate redemption 
which substantially reduces, as specified, the propor- 
tionate interest of the stockholder. The estate’s interest 
is never reduced if it is treated as always a 100% 
stockholder, and this test is not met. 

Test three: The redemption will be treated like a 
sale if it completely terminates the stockholder’s in- 
terest. The estate’s interest does not terminate if it is 
considered to own the wife’s shares. 

In applying the complete termination test we found 
that if certain conditions are satisfied, then the family 
ownership rule will be waived with respect to that 
test. But relaxation of the stock ownership rules 
applies only with respect to family ownership, that 
is, constructive ownership between family members, 
and only with respect to the complete termination 
test. There is no waiver at any time of the other 
forms of constructive stock ownership, such as that 
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between estate and beneficiary, so the estate must 
always be treated as if it owns the wife’s 50 shares. 
Therefore, the estate cannot meet the complete 
termination test. 

Hence we find in this case of wife and husband’s 
estate that if the corporation redeems the shares held 
by the husband’s estate, the estate must pay a tax 
at ordinary rates on the $300 which is treated as a 
dividend. (I pass over the special redemption for death 
taxes provision in Section 303 which often will be un- 
available or only partially available and will not 
provide the desired solution.) 

Assume the redemption occurred, it was so treated, 
and tax paid. The wife remains with 50 shares in a 
corporation worth $300, each share being worth $6. 
Suppose an employee of the business now desires to 
buy stock, and the wife sells one share for $6. Does 
she realize a gain? Probably not. Her original cost was 
$1 per share and if that is her basis, she has a gain. 
But remember the estate had a basis of $300 which was 
never taken account of, and for which it received no 
benefit when the redemption of its shares was treated 
like a dividend. Is that basis lost? The tax law has 
never contained a clear answer to the question, and 
there has always been speculation on “the case of the 
disappearing basis.” 

The new Treasury Regulations contain examples 
indicating that in this situation the tax basis shall be 
transferred to the other shareholder. If that is done, 
the wife acquires an additional basis of $300, giving 
her a total basis of $350, or $7 per share. With that 
basis if she sells one share for $6, she has a long-term 
capital loss of $1. 


The situation when a son enters the picture 

Now, suppose the plot thickens. The husband and 
wife have a son. Again the husband and wife originally 
formed the corporation, each putting in $50 and 
taking 50 shares, and the company has a $500 surplus. 
Their son desires to come into the business, and the 
wife gives him her 50 shares. H (husband) and S$ 
(son) are now the stockholders. 

The husband dies. His estate holds 50 shares, and 
its tax basis becomes $6 per share. At that point if the 
corporation redeems the estate’s stock, will the redemp- 
tion be treated like a dividend, taxable at ordinary 
rates, or will it be treated like a sale, resulting in no 
tax? Again we must turn to the three tests of Section 
302 and to the constructive stock ownership rules of 
Section 318. And again we must ask, who are the 
beneficiaries of H’s estate? 

Suppose H left a very simple will which says: “Every- 
thing to my wife.” The estate is considered to own 
the stock owned by the wife, the beneficiary. She 
actually owns no shares. But she is the mother of S, 
the son, and she is to be regarded as owning his 50 
shares. Hence the estate is treated as if it owned the 
widow’s shares; the widow is treated as if she owned 





326» June 1956 


The Journal of Taxation 


the son’s shares; consequently the estate is treated as 
if it owned the son’s shares. Thus there may be two, 
three or more jumps—a series—applying these stock 
ownership rules. 

We begin, therefore, with an estate treated as if it 
owned 100 shares, its 50 and the son’s 50. On a redemp- 
tion it turns in its 50, but it is still considered to own 
the son’s 50 shares. Consequently under these stock 
attribution rules the estate is treated as if it owns, 
before and after the redemption, all of the corporate 
stock. With that background, we turn to Section 302 


and its three tests. 


Test one: 


if it is not essentially equivalent to a dividend. It ap- 


Che redemption will be treated like a sale 


pears to be equivalent to a dividend under these 
ownership rules if the estate is always regarded as a 


sole stockholder, and the test is not met. 


Test two: 


if it is substantially disproportionate and reduces in a 


Che redemption will be treated like a sale 


specified way the estate’s proportionate interest in the 
corporation. Under these rules there is no reduction at 
all in the proportionate interest of the estate which 


is treated always 


as a 100% shareholder, and this test 


is not met. 


Test tl 
it completely terminates the stockholder’s in- 
The 


] 
is treated as 


[he redemption will be treated like a 


terminate if it 


But 


terest. estate’s interest does not 


the owner of the son’s shares. vou 


will recall that in applying the complete termination 
test, the family ownership rule will be waived if certain 
conditions are satisfied. 

in detail which ] 
Che 


a director, officer 


It might be concluded, if traced 


vill not do, that the conditions are here satisfied. 


estate will not acquire stock or be 
or employee in the next ten years; and let us assume 
that the other conditions with respect to previous stock 


transfers are satisfied. The family ownership rule is 


waived; the wife is not treated as if she owned the 


son’s shares: will not, therefore, be treated 





estate 


as if zt owned the son’s shares. Thus if these conditions 


are met the complete termination test might be satis- 


{ 


fied because if the estate is not considered to own the 
son’s shares, all of its interest will terminate; and the 


redemption can receive capital gain treatment. 


A time bomb set to go off at death 

Now we come to the real trouble—the involuntary 
operation of a buy-sell agreement that forces ordinary 
income. This is what we have been leading up to. 

We have assumed a will giving everything to the 
wife. Suppose the will says: “Half to my wife, half to 
my son.’ Would the result change? For the answer 
let us look again at the complete termination test and 
the stock attribution rules. The son, as well as the 





wife, is now an estate beneficiary. The estate must be 
treated as if it owned all of the stock owned by each. 
Again the estate is treated as if it owned the son’s 
shares. But in this case we get to the son from the 
estate in one step, an estate-beneficiary step. We never 
have to use the family ownership rule to get from the 
son to the estate because as a beneficiary, the estate is 
treated in one step as owning his shares. 

In applying the complete termination test the family 
ownership rule is waived if certain conditions are 
satisfied, but no other constructive ownership rules are 
waived. Whatever may be the facts as to these condi- 
tions and whether they are satisfied, if the son is a 
beneficiary the estate must always be treated as if it 
owned his shares. If so, there can be no complete 
termination of the estate’s interest; the third test is not 
met; the other two tests are not met; and the redemp- 
tion constitutes a dividend. 

Apparently we have this peculiar situation: If the 
wife is the only beneficiary of the estate, it may be 
that the estate’s stock can be redeemed with capital 


iin treatment. But if the son is a beneficiary—or one 


Q% 
of several beneficiaries—a redemption of the estate’s 
stock is a dividend taxable at ordinary rates. In this 
and other situations a buy-sell agreement requiring 
estate stock to be redeemed can act as a bomb which 
goes off at death. Many closely-held corporations with 
mandatory buy-sell agreements may be sitting, un- 
aware, on just such a time bomb. 

Thus in determining the tax effects of a stock re- 
demption from the estate, we find that we are vitally 
affected by the provisions of the husband’s will. The 
is: The tax effect of such buy-sell 


lesson agreements 


cannot be analyzed today without knowing precisely 


what the wills and 


trusts of the stockholders do and 
will provide. This is the kind of pitfall of which to be 


wary. 


Limit on family attribution 

Now, let us add one to the cast of characters. Again 
we begin with husband and wife and the wife gives 50 
shares to son, S. They have a daughter who has 
who is to enter the business. 


The 
H, 25 shares; S, the son, 50 shares; 


married son-in-law, L, 
Assume last year H sold 25 of his 50 shares to L. 
stockholders are: 
L, the son-in-law, 25 shares. 

Consider the estate of one of the younger men. An 
unfortunate event occurs. L is killed in a plane crash. 
His estate holds 25 shares, worth today $150 which 
becomes its tax basis. If L’s estate sold the shares to 
an outsider for $150, it would have no taxable gain 
and no tax. If instead the corporation redeems the 25 
shares, is the redemption a sale resulting in no gain, 
or is it a dividend taxable in full at ordinary rates? 

Again, we must look to Section 302’s three tests and 
Section 318’s stock ownership rules. The estate actually 
owns 25 shares. A vital question always is, who is the 


beneficiary of the estate? Suppose the son-in-law’s will 
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says, “Everything to my wife.” The estate is then con- 
sidered to own the stock owned by L’s young widow. 
She owns no shares. But she is the daughter of H who 
owns 25 shares. Hence L’s estate is treated as if it 
owned the stock owned by the young widow, the 
beneficiary; she is treated as if she owned the 25 shares 
owned by her father, H; the estate must be treated as 
if it owned H’s 25 shares. 

Will L’s estate be regarded also as the owner of the 
stock of S, the son? There is no direct stock attribution 
between brother and sister, so there is no direct link 
between the widow and the stock of S, her brother. 
But query: Can L’s estate be treated as if it owned the 
stock held by L’s widow; L’s widow be treated as if 
she owned the stock held by her father, H; H be 
treated as if he owned the 50 shares owned by his son, 
S; therefore, L’s estate be treated as if it owned the 50 
share owned by S? No. The law provides that, al- 
though there may be a series of these jumps, in any one 
series the family ownership rule can be used only once 


although other ownership rules may be used more than 


once. In our series, the family ownership rule was used 


more than once since the young widow was considered 
to own her father’s stock, which is one application of 
family ownership, and the father, H, was regarded 
as owning S’s stock, which is another application of 
family ownership. Since the family stock ownership 
rule cannot be used twice in one series, S’s stock will 
not be attributed in that way to L’s estate. 


Applying three tests to L’s estate 

To sum up the status of L’s estate: Before the re- 
demption it is regarded as owning its 25 and H’s 25 
shares, but not S’s 50 shares; that is, it is considered to 
own 50 out of 100 outstanding shares. After the re- 
demption of its 25 shares it is still regarded as owning 
H’s 25 and S’s 50. Applying these rules, the redemption 
of all of L’s estate stock is treated as if a 50% stock- 
holder had some stock redeemed and emerged a 
33-1/3% stockholder. With that background, turn to 
the three tests in Section 302 which we have discussed 
above. 

Test one: The redemption will be treated like a 
sale if the redemption is not essentialiy equivalent to 





[HE SOLUTIONS which may work in any instance de- 
pend, of course, upon the particular facts, stock 
holdings and relationships. In planning a buy-sell 
agreement for death, the following are points to 
consider: 

An outright bequest paid out before redemption 
of stock held by an estate means that at the time 
of redemption the recipient of the bequest is not 
a “beneficiary” of the estate for purposes of stock 
attribution. The Treasury Regulations so state. 
[his may provide an answer to some problems. 
Note with care that other persons who are estate 
beneficiaries may still have attribution relationships 
to this individual and through them there may be 
a dangerous link of his stock to the estate. 

Similarly if a trust, created by the will, is set 
up and receives its principal before redemption of 
the estate’s stock, then a beneficiary of the trust ap- 
pears not to be a beneficiary of the estate at the 
time of the redemption for purposes ol constructive 
stock ownership. This may be a means of provid- 
ing for a testamentary disposition for such a person, 
and yet avoiding dangerous stock attribution results 
which would otherwise occur. 

The remainderman of a legal life estate is not 
an estate beneficiary for purposes of these rules, 
according to the Treasury Regulations, because he 
has no direct present interest. It may, therefore, be 
possible in some cases to make testamentary pro- 
vision for a person in this way, and yet to avoid 





SOME METHODS OF ESCAPE FROM 


THE STOCK ATTRIBUTION RULES 


attribution of his stock to the estate—again his 
relationship to estate beneficiaries must be watched. 

The beneficiary of a lifetime trust established by 
the testator does not appear to be a “beneficiary” of 
the estate—even though the trust may be includible 
in the estate for Federal estate tax purposes. This 
may make it possible to cut a person out of the will 
so that his stock will not be attributed to the estate, 
and yet to make adequate provision for him by 
way of a trust of other assets, on which the testator 
can hold all the strings during life. 

Corporate stock can be kept out of a will by 
putting it into a lifetime trust; all strings can be 
held during life. The stockholder at the time of 
redemption under the buy-sell agreement would 
then seem to be the trust, not the estate, and there 
would be no direct stock attribution between the 
trust and the estate beneficiaries. The beneficiary 
provided for by the trust would be kept out of the 
will and would not be an estate beneficiary. In this 
way dangerous relationships can sometimes be 
avoided. 

A safety-valve for the future can be provided, in 
some cases, by making redemption under a buy-sell 
agreement contingent upon obtaining favorable 
opinion from counsel, or upon receiving a Treasury 
ruling. This will not always be desirable. 

These are, of course, rough suggestions and not 
blueprints. A complete plan requires careful chart- 
ing of the law applicable to the precise facts. 
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a dividend. If a 50% stockholder turns in some stock 
for cash, no other stockholder turns in stock, and the 
50% stockholder comes out holding 33-1/3% of the 
remaining stock—is that essentially equivalent to a 
dividend? Many people might feel it is not, but the 
question of equivalence to a dividend is often cloudy. 
If the answer is doubtful and certainty of capital gain 
is desired, it is necessary to fit squarely within one of 
the other more specific tests. 

Test two: The redemption will be treated like a sale 
if it is substantially disproportionate. This test has two 
requirements which for our purposes can be succinctly 
stated. Requirement one of test two: After the re- 
demption the stockholder must own less than 50% of 
the voting power. After the redemption L’s estate, con- 
sidered to own H’s stock, is treated as if it is a 33-1/3% 
stockholder; clearly under these rules it is regarded as 
owning less than 50% of the voting power. 

Requirement two of test two: After the redemption 
the stockholder shall have a proportionate interest in 
the corporation which is less than 80% of his pro- 
portionate interest before the redemption. L’s estate is 
treated as if it were, before the redemption, a 50% 
stockholder. To meet this requirement it must emerge 
from the redemption with less than a 40% interest. It 
does since we find it emerges being treated as a 
$3-1/3% 
Consequently on these facts L’s estate would meet 


stockholder. 


both requirements of the substantially disproportion- 
ate redemption test, and the redemption of the stock 
of L’s estate would be treated as a sale. So treated, 
there is no taxable gain, and no tax. 


But a less favorable result could occur 

A different distribution of stock, however, can lead 
to less favorable results. For example, suppose L’s 
estate begins again with 25 shares, but H has 50 shares, 
not 25, and S has 25 shares, not 50. If you do the 
arithmetic, you will find these rules will make L’s 
estate a 75% stockholder before the redemption (own- 
ing its 25 and H’s 50 out of 100 outstanding) and a 
66-2 /3% 
H’s 50 out of 75 outstanding). This fails to meet the 
substantially disproportionate redemption test be- 
cause: requirement one is not satisfied since L’s estate 
does not have less than 50% of the voting power; and 


stockholder after the redemption (owning 


requirement two is not satisfied since L’s estate’s pro- 
portionate interest after the redemption is not less 
than 80% 
demption (66-2/3% exceeds 60%, which is 80% of 
75%). Only the third test of complete termination 


of its proportionate interest before the re- 


[Editors’ note: Mr. Hoffman recently discussed this 
subject at the annual Estate Planners Forum held by 
Solomon Huber Associates, in New York. Because of 
the importance of this hazard to taxpayers, we invited 
Mr. Hoffman to expand his discussion; the accompany- 
ing article is the result.] 


would then remain as a possibility, and the condi- 
tions for waiving the family ownership rule under the 
test would have to be studied carefully to appraise the 
safety of that path to capital gain. 

I will not go further into the intricate workings 
of these sections. The purpose here is not to stress the 
technical details. This article is not intended to 
describe completely or probe fully these complicated 
provisions. The reader is here warned that an actual 
problem requires painstaking analysis of the law, 
especially the constructive stock ownership rules whose 
ramifications have barely been suggested, and the con- 
ditions for waiver of the family ownership rule under 
the complete termination test whcih are extremely in- 
volved. The goal here is to give a general idea of how 
these sections operate and, most important, to illus- 
trate a few typical problems in order to warn of the 
snares that may await unsuspecting taxpayers even in 
simple types of corporate situations. 


Revenue Ruling 56-103 reveals problem 

The pitfalls are put in sharp focus by a recent pub- 
lished tax ruling, Rev. Rul. 56-103 (1956 Int. Rev. 
Bull. No. 12 p. 7) . It involved in one relatively simple 
case many of the basic elements we have been discuss- 
ing: a buy-sell agreement; stock redemption from an 
estate; and stock attribution between the estate and 
a beneficiary who was himself a stockholder. The 
estate owned 27°; the decedent’s son owned 48%; 
and unrelated corporate employees owned 25% of 
the corporate stock. The decedent’s son was the sole 
beneficiary of the estate. 

The buy-sell agreement provided that the corpora- 
tion would buy from the estate as many shares as 
could be purchased for a specified amount of money, 
the purchase price per share being set at book value 
at death. That amount of money, at death, would 
have redeemed a 13% 
was desired, however, that the corporation should 


interest in the corporation. It 


redeem all of the estate’s stock. Accordingly, the corpo- 
ration redeemed all of the estate’s 27% stock interest 
at a price per share equal to book value at death. The 
question was whether the estate was entitled to capital- 
gains treatment. 

The ruling disposed brusquely of Tests Two and 
Three as follows: 

“In the instant case, the estate of B, for the pur- 
poses of Section 302, is considered to own all of the 
stock owned by the sole beneficiary of the estate. 
Therefore, the estate owned 75 per cent (27 per cent 
plus 48 per cent) of the shares of the corporation’s 
stock. Hence, such a redemption did not qualify as a 
termination of a shareholder’s interest or as a sub- 
stantially disproportionate redemption under Section 
302 (b) (2) and (3) of the Code.” 

The ruling does not take the trouble to spell out 
the arithmetic there involved. With estate-beneficiary 
stock attribution, this redemption is just as if a 75% 
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stockholder had emerged a 65.8% stockholder (i.e. 
after the redemption the estate constructively holds 48 
out of 73 shares then outstanding) . This fails to meet 
the complete termination test. Nor does it meet the 
substantially-disproportionate-redemption test since 
neither requirement of that test is satisfied. (It may 
be noted that these two tests would not have been 
satisfied even if the corporation had redeemed no more 
than the precise number of shares reqiired under the 
contract.) 

The most significant aspect of the ruling is the 
holding that Test One of Section 302 has not been 
met. The ruling states: 

“A redemption of stock which does not as a practical 
matter change the essential relationship between the 
stockholders and the corporation is generally con- 
sidered equivalent to a dividend. See John T. Roberts 
et al. v. Commissioner, 203 Fed. (2d) 304. 

“As the relative stock interest of the principal share- 
holder was not materially changed by the redemption, 
the distribution to him is equivalent to a dividend. J. 
Natwick v. Commissioner, 36 B.T.A. 866; W. & K. 
Holding Co. v. Commissioner, 38 B.T.A. 830. The fact 
that the redemption is pursuant to a contract between 
the corporation and the decedent does not appear to 
be significant for this purpose.” 

Che ruling flashes several warning signals. First, it 
sets forth the position of the Revenue Service to the 
effect that if a 75% stockholder turns in some of his 
stock and emerges holding a 65% interest, the redemp- 
tion will be regarded as equivalent to a dividend tax- 
able at ordinary rates to the extent of corporate earn- 
ings and profits. Question: at what point will the 
interest of such a shareholder be regarded as having 
been “materially changed by the redemption?” Must 
he retain less than a 50° stock interest and give up 
voting control before the Service will acknowledge 
that the redemption does “as a practical matter change 
the essential relationship between the stockholders 
and the corporation?” 

Secondly, the ruling makes clear that this interpre- 
tation of “essential equivalence to a dividend” under 
rest One will not be relaxed because the percentages 
of interest in the corporation result from stock attribu- 
tion rules and not from real ownership. Thus this rul- 
ing holds that if a stockholder, who owns actually 25% 
} no 


but constructively 75 of the stock, turns in all of 


his stock and comes out actually owning no shares but 
constructively owning 65°, of the shares, the redemp- 
tion will be treated as equivalent to a dividend. 
Finally, the ruling indicates the Service’s position 
with respect to buy-sell agreements to be that such 
an agreement “does not appear to be significant for 


this purpose.” Some tax thinkers have urged that the 


existence of a buy-sell agreement might supply a 
“business purpose” which would provide justification 
for a redemption sufficient to bar dividend treatment. 
This ruling dispels any hope in the ordinary case for 
administrative recognition of such an exception. 

In sum, therefore, the ruling provides a striking 
illustration of the hazards which have been discussed. 
It indicates the tax havoc that can result to an estate 
from the total combination of a mandatory buy-sell 
agreement, the new stock attribution rules, and the 
new Section 302 tests, together with a tough Revenue 
Service position on redemptions regarded as equivalent 
to a dividend. The ruling paints, with a broad brush 
in simple colors, the picture of an estate paying a divi- 
dend tax under the 1954 Code on a redemption of all 
of its stockholdings. 


Conclusion 

This should be very clear: A buy-sell agreement 
which has been drafted without painstaking study of 
these new provisions should be examined again, imme- 
diately and carefully. A buy-sell agreement which was 
drafted before 1954 and was satisfactory under the old 
Code should be immediately and thoroughly reviewed. 

Revision of the agreement involves studying exist- 
ing family and other relationships, and projecting into 
the future to consider prospective estate, trust and 
beneficiary relationships. To accomplish the desired 
objectives may involve recasting the buy-sell agree- 
ment, redrafting wills to add or delete certain provi- 
sions, establishing new lifetime trusts, changing certain 
business relationships, and so forth (see Box on 
Methods of Escape. Ed.) . The task frequently entaiis 
a thorough overhauling of the stockholders’ estate 
plans. Properly done it may lead the clients safely 
around or through these sections into the Promised 
Land of Capital Gain. But to keep or make a buy- 
sell agreement today without doing that job is to 
challenge fate. 

The moral of this tale is: Beware! a 


[Mr. Hoffman is associated with the New York law 
firm of Hays, Sklar & Herzberg. He is a member of 
the tax faculty of New York University School of Law, 
Chairman of the Committee on Taxation of the 
Federal Bar Association of New York, New Jersey and 
Connecticut, and a former Attorney Adviser with The 
Tax Court of the United States. Washington, D. C. 
He is a graduate of the Law School of Columbia Uni- 
versity, where he was an editor of the Columbia Law 
Review, and he received an LL.M in taxation from 
the law school of New York University where he 
served as a graduate editor of the Tax Law Review. 
He has written and lectured extensively on taxation.] 








Are we so sure a non-grantor trustee is 


taxable in a support trust? 


by WILLIAM S. MOORHEAD, Jr. 


Many authorities apparently think that the 1954 Code taxes a trustee on income over 


which he has the power to distribute for the support of his dependents. This author, 


on the basis of analysis of the Code and court decisions, offers the suggestion that this 


may not be so — that the trustee is not 

S AN INDIVIDUAL TRUSTEE, Who is not the grantor of 
Fe trust, subject to income tax where, as trustee, 
he exercises a power to distribute income to or for 
the benefit of his legal dependents? 

[his problem can best be presented by a hypo- 
thetical case which is not uncommon in family estate 
planning: 

Grandfathe1 


establishes a trust naming his son, 


Father, as trustee and Father’s wife and minor chil- 
den as beneficiaries. As trustee, Father is given the 
power to accumulate income or sprinkle the income 
among his wife and minor children or to apply the 
income for their support. 

Is Father subject to any income tax under Section 
678 of the Internal Revenue Code of 1954? 

Most writers who have considered the problem have 
concluded that Father is taxable under Section 678 (c) 
to the extent that the income is used for the support 
of wife and minor children.1 None of the writers has 
set forth the technical construction of the statute by 
which they reached this conclusion. 

Che conclusion cannot be reached by reference to 
subsection (c) alone. Subsections (b), (c), and (d) 
of Section 678 do not impose any tax. They are merely 
posed by subsection (a) . Therefore, it is necessary first 
to find that a tax has been imposed by subsection (a) 
before the limitation stated in subsection (c) can be 
considered. This legislative form of the general rule 
imposing the tax with other subsections creating excep- 
tions or limitations is found also in Sections 673, 674, 
676, and 677 of Subpart E. 

The structure of the section appears to have been 
disregarded by some of the writers. In our hypo- 
thetical case, if Father were named co-trustee with a 


trust company, there could be no tax imposed under 


so taxable. He outlines his thinking here 


subsection (a), because Father never would have. had 
“a power exercisable solely by himself.” (Emphasis 
supplied) Because no tax is imposed by subsection 
(a) in that*situation, the limitation created by sub- 
section (c) need not be considered. Despite this, 
several of the writers have concluded that Father as 
a co-trustee would be taxable. 

In our hypothetical case where Father is the sole 
trustee, in order to find a tax imposed by subsec- 
tion (a), it would be necessary to add wording to 
Section 678(a) (1) by implication so that Section 
678 (a) (1) would read: 

“(a) General Rule. — A person other than the 
grantor shall be treated as the owner of any portion 
of a trust with respect to which: 

“(1) such person has a power exercisable solely by 
himself to vest the corpus or the income therefrom in 
himself, or” for his benefit or for the support of his 
legal dependents, or 

If Section 678 (a) (1) is read as impliedly containing 
this emphasized added phrase, Father would be tax- 
able because he has the power to apply all of the in- 
come for the support of his wife and minor children. 
But even in this case, when the limitation contained 
in Section 678 (c) is read with Section 678 (a) with 
this additional wording, it becomes clear that where 
the power of a non-grantor (Father) consists solely 
of a power to vest income in his legal dependents, the 
non-grantor would be taxable only to the extent that 
the income is so applied. 


What does “himself? mean 


The primary argument for the foregoing broad 
construction of the word “himself” in Section 678 (a) 
is that it would not be reasonable to restrict the word 
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“himself” to its strictly literal meaning. Some author- 
ity for this position may be found in Ralph W. 
Conant, 7 TC 453 (1946). In that case the grantor 
created a trust and empowered his wife to direct the 
trustee as to the distribution of income. The trustee 
was also empowered to pay a debt of the grantor which 
was secured by a pledge of some of the trust assets. 
The Tax Court (with one dissent and two concurring 
opinions) held that the wife was taxable on the in- 
come except to the extent that it was used to discharge 
the grantor’s debt and that the grantor was taxable to 
that extent.’ It is clear that the grantor in the Conant 
case intended that the income of the trust be used for 
his own personal benefit. 

The principle of the Conant case has never to my 
knowledge been extended to the situation where 
grantor established a trust and empowered the trustee 
to discharge a debt of a non-grantor. However, it is 
not difficult to imagine a case where such an extension 
would be made. In our hypothetical case, if Grand- 
father had empowered Father as trustee to pay off 
the bank which holds the mortgage on Father’s house, 
there would be little doubt that Father would be 
taxable at least to the extent that the income was so 
used. It is clear that Grandfather intended to benefit 
Father and empower Father to vest income in himself 
or for his benefit. The language of Section 678 (a) 
could be construed so as to impose a tax on Father in 
this situation because Grandfather intended Father 
to be the primary beneficiary of the income of the 
trust. 

Where the recipient of the income is not the bank 
which holds the mortgage on Father’s house, but 
rather the grandchildren of the grantor, the intention 
of the grantor and the tax consequences are not so 
clear. It is submitted that this situation should be 
treated differently, first because the incidental benefit 
to Father from the discharge of the vague unliquidated 
obligation to support his children is much less clear 
than the benefit which would flow from the discharge 
of a fixed legal debt, and second, because it is quite 
likely that in establishing the trust Grandfather in- 
tended to benefit primarily his grandchildren rather 
than Father. 


What was Congressional intent? 


\s stated above, in order to reach the conclusion 
that Father is taxable, where his only power is to 
vest income in his children, the word “himself” in 
Section 678 (a) must be construed very broadly to in- 
clude “for his benefit or for the support of his legal 
dependents.” Did Congress intend this broad con- 
struction? 

If the word “himself” in Section 678(a) be so 
broadly construed, a tax will be imposed on a non- 
grantor in a situation where none had been imposed 
under the 1939 Code. There is no indication that the 
Congress intended such a change in enacting Section 
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678. In fact, the Congress referred. to the section as 
containing a “liberalizing provision” and not one 
which would impose a tax where no tax would have 
been imposed under the 1939 Code: see House Com- 
mittee Report, p. 217, 83rd Congress, Second Session, 
p- 4357. 

Under the 1939 Code, the cases imposed a tax on 
a non-grantor only where the non-grantor had power 
to vest either corpus or income in himself personally. 
In Mallinckrodt v. Nunan, 146 F.2d 1 (CA-8, 1945) 
affirming 2 TC 1128; Bunting v. Commissioner, 164 
F.2d 443 (CA-6, 1947) ; cert. den. 333 U.S. 856; Leon 
Falk, Jr. 15 TC 49, aff'd 189 F.2d 806; cert. den. 
342 U.S. 861 (1950); and Alfred Cowles, 6 TC 14 
(1946) , the Commissioner argued successfully that the 
power of the non-grantor to vest corpus or income in 
himself personally made the non-grantor, in substance, 
the owner of the trust and hence taxable. 

There were cases in which the non-grantor of a 
trust received a benefit from the distribution of the 
income of the trust and yet was held to be not taxable. 
In Stern v. Commissioner, 137 F.2d 43, 45 (CA-2, 
1943), where the brothers of a woman named co- 
respondent in a divorce action established a trust to 
discharge husband’s duty to pay alimony, it was held 
that even though the trust discharged the husband’s 
legal obligations, he was not taxable because he 
furnished no part of the capital of the trust. See also 
Allison L. §. Stern, 40 BTA 757; acq. and non-acq. 
1940-1 C.B. 4 and 8. 

In Frank E. Joseph, 5 TC 1049 (1945) (acq. 1946-1 
C.B. 3), the wife’s exercise of a general power of ap- 
pointment over a trust in favor of husband was in- 
validated by the birth of a son. After wife’s death, 
husband entered into an agreement with trust com- 
pany transferring all of wife’s appointive property to 
trust company to pay the income to him for the sup- 


* Casner, “The Internal Revenue Code of 1954; Estate Planning,” 
68 Harvard L. Rev. 433, 460-1 (1955); Smith, “Clifford” Trusts,” 
Digest of Tax Articles, December 1954, p. 16; Kamin, Surrey, 
and Warren, “The Internal Revenue Code of 1954: Trusts, 
Estates and Beneficiaries,” 54 Col. L. Rev. 1237, 1263-4 (1954); 
Winton, “Trusts for Support of Dependents,” 94 Trusts and 
Estates 196, 239 (March 1955); Mannheimer, Wheeler and Fried- 
man, “How to use Sprinkling Trusts,” 33 Taxes 532, 545-6 
(July, 1955); Stern, “A Tax Trap for the Family Trustee,” 33 
Taxes 594, 594-5 (Aug. 1955); Nance, “Taxation of Trust In- 
come to Grantors and Others as Substantial Owners of the 
Property,” 33 Taxes 899, 908-9 (Dec. 1955). 


Casner, op. cit. supra, pp. 460-1; Kamin, Surrey, and Warren, 
op. cit. supra, pp. 1263-4; Mannheimer, Wheeler and Fried- 
man, op. cil. supra, pp. 545-6, Winton, op. cit. supra, p. 240, 
and Nance, op. cit. supra, reaches the opposite conclusion. 


The same result could have been reached under Section 
39.162-1 (£) of the Regulations under the 1939 Code. This Regu- 
lation was not cited in the Conant case. It does not appear to 
have been enacted in the 1954 Code. 

Reg. Section 39.162-1 (f) provided: “Any income of an estate 
or trust for its taxable year which during that year may be 
used, pursuant to the terms of the will or trust instrument, in 
the discharge or satisfaction, in whole or in part, of a legal 
obligation of any person is, to the extent so used, taxable to 
such person as though directly distributed to him as a bene- 
ficiary, except in cases to which section 22 (k) or section 171 
applies. See §§ 39.167-1, 39.171-1, and 39.171-2.” 
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port of son. It was held that husband was liable for 
income tax only upon such portion of the income as 
accrued upon the portion of the principal of the 
trust contributed by him, and not on the income from 
the principal to which the son would have been 
entitled. 

Allen v. Nunnally, 180 F.2d 318 (CA-5, 1950), is 
quite similar to our hypothetical case. Grandfather 
established a trust with a trust company for the benefit 
of his grandchildren but provided that son would have 
broad powers to amend the trust including changing 
the trustee or the beneficiaries. The court held that 
the son held this power in a fiduciary capacity and 
therefore could not require the income to be paid to 
him for his personal use and benefit. Hence the court 
held that the son was not taxable even though the 
income could be used for the support of his de- 
pendents and had, in fact, been used for that purpose 
in prior years. 

A possibly contrary result was reached in Stix v. 
152 F.2d 562 (CA-2, 1945). In this 


Commissioner, 





HERE IS WHAT APPLICABLE PORTION 
OF THE LAW SAYS 


[HE QUESTION of taxability of the trustee being 
discussed in this article relates particularly to 
Section 678 of the 1954 Code. This is what it 
Says: 

SEC. 678: PERSON OTHER THAN GRAN- 
TOR AS SUBSTANTIAL OWNER. 

(a) General Rule.—A person other than the 
grantor shall be treated as the owner of any por- 
tion of a trust with respect to which: 

(1) such person has a power exercisable 
solely by himself to vest the corpus or the in- 
vest the 
the income therefrom in himself, 


come therefrom in himself, or to 
corpus O1 
or 

(2) such person has previously partially 
released or otherwise modified such a power 
and after the release or modification retains 
such control as would, within the principles 
of Sections 671 to 677, inclusive, subject a 
grantor of a trust to treatment as the owner 
thereof. 


* * * 


(c) Obligations of Support.—Subsection (a) 
shall not apply to a power which enables such 
person, in the capacity of trustee or co-trustee, 
merely to apply the income of the trust to the 
support or maintenance of a person whom the 
holder of the power is obligated to support or 
maintain except to the extent that such income 
is so applied. ... 














case mother created two trusts, naming her two sons 
A and B as trustees. One trust was for the benefit of 
A as the “Primary Beneficiary;” but provided that 
the trustees in their discretion could pay the income 
to the children of A. The other trust was for the 
benefit of B as the “Primary Beneficiary,” but provided 
that the income could be paid to the children of B. 
During the years in question, all of the income was 
distributed to the minor children of A and B. Never- 
theless, A and B were held taxable. It would seem 
that this case is distinguishable from our hypothetical 
case because the reciprocal nature of the two trusts 
in effect gave A and B the practical power to obtain 
the income from the trusts. Furthermore, the terms 
of the trust clearly show that A and B and not their 
children were the primary beneficiaries of the trust. 


What does Section 678(c) really mean? 


In view of the status of the law at the time Section 
678 of the 1954 Code was enacted, and in view of the 
fact that Congress believed that Section 678(c) was 
a liberalizing provision, it would seem that the non- 
grantor (Father in our hypothetical case) should not 
be taxable on any part of the income of the trust. 
This result is indicated by the legislative history, and 
the statute can readily be construed to reach this 
result. 

This conclusion can be reached if Section 678 (c) 
is read so as to apply only to Section 678 (a) (2). At 
the same time, the word “himself” in Section 678 (a) 
must be strictly construed to mean himself personally, 
although it is possible that the word “himself” might 
be expanded to include the discharge of a legal debt 
of the type considered in the Conant case. 

Under this construction, Section 678 (a) (1) is not 
affected by Section 678(c) because if a non-grantor 
has the power to vest corpus or income in himself 
personally, he is, in substance, the owner of the trust 
and is taxable on all the income therefrom. 

Section 678 (a) (2) concerns a non-grantor who is 
substantially the owner of the trust and who releases 
some of his powers. He is in effect creating a new trust 
and the tax question is whether or not he has divested 
himself of ownership. Section 678 (a) (2) incorporates 
Sections 671 through 677 (substantially the old Clif- 
ford Regulations) by reference. If he releases these 
powers for a short period of time or retains certain 
powers, he is taxed as a grantor and the substantial 
owner of the trust. 


Effect of Mallinckrodt Regulations 


This is what the Mallinckrodt Regulations did un- 
der the 1939 Code Regulation. Section 39.22 (a) -22, 
provided: 


“Trust income taxable to person other than grantor. 
Where a person has a power exercisable solely by 
himself to vest the corpus or the income therefrom in 
himself, the income therefrom shall be included in 








in 


al 








computing the net income of such person. Even 
though such a power has been partially released or 
otherwise modified so that the person holding it can 
no longer vest the corpus or the income of the trust 
in himself, the income shall continue to be taxable 
to such person, if after such release or modification, he 
has retained such control of the trust as would, within 
the principles of Section 39.22 (a)-21, subject a 
erantor of such a trust to tax on the. income thereof. 
Chis section shall not apply with respect to a power 
over income, as originally granted or thereafter modi- 
fied, if the grantor is otherwise taxable under Section 
39.22 (a) -21. See also Section 39.166-1. [Reg. 118, Sec- 
tion 39.22 (a) -22.]” 

It is submitted that in our hypothetical case Father, 
who never had any power to vest income in himself 
and who therefore never released “such a power,” 
would not have been subject to any taxation under 
the Mallinckrodt Regulations of the 1939 Code. 

The problems arising when Father releases a power 
to vest income or corpus in himself explain the ap- 
parent conflict between the use of the word “solely” 
in Section 678 (a) and the word “co-trustee” in Section 
678 (c). For example, if Father had had, and had re- 
leased, a sole power to vest income in himself but 
retained a power as co-trustee to apply income for the 
support of his legal dependents, he would be taxable 
under Section 678 (a) (2), limited, however, by Sec- 
tion 678(c), to the amount of income so applied. 
Under this construction the apparent conflict between 
the use of the words “solely by himself” in subsection 
(a) (1) and the word “co-trustee” in subsection (c) 
can be reconciled. 


Where did Mallinckrodt apply? 

There is a possible interpretation of the Mal- 
linckrodt Regulations which would make them pro- 
vide for heavier taxation of a non-grantor than a 
grantor. I mention this argument only to present a 
complete review of this problem; it depends on an in- 
terpretation of Regulations which is supported by no 
cases (see above) . Furthermore, it is not usual to strain 
to extend the Regulations; if the Commissioner in- 
tended them to apply further, he could have said so. 

Under the 1939 Code, if Father had had the power 
to vest income in himself and then released it retain- 


Is non-grantor trustee taxable? * Moorhead + 33% 


ing only the right to pay income in specified shares 
to his legal dependents, he would not have been tax- 
able at all because such a power alone did not render 
a grantor taxable under the Clifford Regulations (See 
Regulations, Section 39.22 (a) -21(d) (4) (dd)) even 
though a grantor would have been taxable to the 
extent the income was used for the support of his de- 
pendents under Section 167 (c) of the 1939 Code. 

Now, if the Mallinckrodt Regulations could be in- 
terpreted to impose a tax on the non-grantor in the 
situation where he retained only the power to pay 
income in specified shares to his legal dependents, then 
he would be subject to taxation on all the income 
whether used for their support or not because the 
Mallinckrodt Regulations incorporate the Clifford 
Regulations but do not incorporate the limitation 
found in Section 167 (c) of the 1939 Code. 

If Congress believed that this result was possible 
under the 1939 Code, then the non-grantor was sub- 
ject to greater taxations than the grantor and the 
addition of Section 678 (c) could really be considered 
a “liberalizing provision” as stated in the House and 
Senate Reports: See Sen. Rpts. 83rd Congress, Second 
Session, p. 4357 and p. 5013. 

None of the authors who have commented on this 
section have been able to explain what Congress meant 
by referring to Section 678 (c) as a “liberalizing pro- 
vision”’ except to conclude that this was a mistake on 
the part of Congress. The construction of Section 678 
suggested herein can explain what Congress meant by 
referring to Section 678 (c) as a liberalizing provision. 
In addition, the suggested construction reconciles the 
apparent conflict between the use of the word “solely” 
in 678 (a) (1) and the use of the word “co-trustee” in 
678 (c). Finally, the suggested construction recognizes 
the fact that in Section 678 only subsection (a) im- 
poses a tax and that subsection (c) does no more than 
limit the imposition of the tax. 

Estate planners must await the promulgation of 
Regulations under Section 678. It is to be hoped that 
the Regulations will be drafted so that the use of 
an individual trustee can be continued. It is more 
important, however, that the problem be recognized 
and the construction of Section 678 be clarified so 
that estate plans can be made with some degree of 
certainty as to the tax consequences. ¥ 
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Buying corporation with large earned 


surplus 


HEN THOSE IN CONTROL Of a success- 
Wis closed corporation desire to sell 
out their stock, the prospective buyers 
often are unable to pay a price com- 
mensurate with the existing earned sur- 
plus. The buyers usually do not wish to 
finance the purchase by declaration of 
dividends to be applied to the purchase 
price, since the buyers will pay ordinary 
income tax on the dividends. 

The problem therefore frequently 
arises as to how to provide an adequate 
purchase price (at capital gain rates) to 
the sellers, and at the same time mini- 
mize the buyers’ outlay. The attractive 
solution is in part to employ corporate 
funds to pay the sellers. Therefore, 
where substantial sums are involved, the 
Treasury is likely to contend that either 
the seller or the buyer has received a 
taxable dividend in connection with the 
transaction. 

The cases involving this situation fall 
into two factual patterns. In some Cases, 
which we shall call Type A cases, the 
buyer initially acquires a small bloc of 
shares, without otherwise expressly obli- 
gating himself to anyone. The corpora- 
tion thereafter redeems all the stock of 
the seller, who reports capital gain upon 
the entire transaction.! 

In other cases, herein called Type B 
cases, the buyer personally agrees to 
purchase all the seller’s stock. There- 
after, in one way or another, corporate 
funds are used to complete the payments 
to the seller. See Woodworth v. Commis- 
sioner, 218 F.2d 719 (CA-6, 1955) (buyer 
borrowed from corporation to complete 


1See Zenz v. Quinlan, 213 F.2d 914 (CA-6, 
1954): Schmitt v. Commissioner, 208 F.2d 819 
(CA-33, 1954); Fox v. Harrison, 145 F.2d 521 
(CA-7, 1944); see also Auto Finance Company, 
24 TC No. 47 (1955) and Estate of Ira S. Searle, 
TCM, Docket Nos. 24804, 24805 (1950). 


two types of transactions 


by BAXTER K. RICHARDSON 


purchase, pledging newly purchased 
shares, and subsequently surrendered 
shares in consideration of cancellation 
of the debt); Lowenthal v. Commis- 
stoner, 169 F.2d 694 (CCA 7, 1948) (buy- 
er withdrew funds from corporation in 
exchange for previously purchased 
stock); Wall v. United States, 164 F.2d 
462 (CA-4, 1947) (payment by corpora- 
tion of installment of purchase price in 
consideration of surrender of stock by 
buyer). 

In Type A cases, the Treasury has 
variously contended that the redemption 
by the corporation of the seller’s stock 
constituted a dividend to the seller 
(Zenz v. Quinlivan, supra), or to the 
buyer (Schmitt v. Commissioner, supra, 
Fox v. Harrison, supra, and Estate of 
Searle, supra). The courts have refused 
to hold that the seller received a divi- 
dend, despite the steps in the trans- 
action, because his interest in the corpo- 
ration was being entirely severed. See 
Auto Finance Company, supra. The 
courts have also declined to find that the 
buyer received a dividend in connection 
with the transaction, in the absence of 
evidence that he personally undertook 
to buy the seller’s stock and thereafter 
caused the corporation to take over that 
obligation. 

In Type B cases, the Treasury has 
nearly always been successful in con- 
tending that the buyer received a divi- 
dend, either when the corporation made 
payments on his obligation, or when the 
buyer surrendered newly 


purchased 
shares in exchange for funds with which 
to make the payments. 

Obviously, in both Type A and Type 
B cases, the buyer uses corporate funds 
to acquire control of the corporation in 


which he is interested. Indeed, in the 
Type B case above cited, the buyers con- 
tended, without success, that the series 
of transactions should be regarded as 
one transaction, in which the corpora- 
tion in reality purchased the stock of the 
sellers. And it seems clear that in all the 
Type B cases, the buyers could have 
avoided a taxable dividend if the trans- 
action had taken a different form. The 
court in the Woodworth case admitted 
as much: 

“It is true that the syndicate members 
could have achieved their objective, yet 
completely avoided the tax liability here 
imposed, simply by their purchase of the 
two hundred shares owned by the minor- 
ity shareholders, followed by Buckeye’s 
redemption of all Mrs. Derby’s stock. We 
can assume that if the transaction had 
been cast in that form neither peti- 
tioners nor Mrs. Derby would have been 
charged- with the receipt of ordinary in- 
come. Cf. Zenz v. Quinlivan, 6 Cir., 1954, 
213 F.2d 914.” 

The Tax Court has recently followed 
the rule of the Type A cases in declining 
to find a dividend where invited by the 
taxpayer to do so. In Auto Finance 
Company 24 TC No. 47 (1955), aff'd. 
229 F.2d 318 (CA-4, 1956) the ma- 
jority interest in two corporations was 
held by a third corporation. This corpo- 
ration, in arranging to divest itself of its 
interest, preferred to receive dividends, 
eligible for the 85 per cent credit, in- 
stead of capital gains, taxable at 25 per 
cent. The individual buyers, of course, 
objected to dividends, so preferred-stock 
dividends in the amoidnt of the earned 
surplus of the two subsidiary corpora- 
tions were issued. The parent corpora- 
tion sold its common stock to the in- 
dividual buyers, but its preferred stock 
was redeemed. The parent corporation 
claimed the redemption was a dividend 
to it, no doubt in reliance upon the 
long line of cases holding that issuance 
and subsequent redemption of preferred 
stock according to plan constitutes a tax- 
able dividend. But the Tax Court held 
that all proceeds received by the parent 
corporation were capital gain, the 
essence of the transactions being sever- 
ance of all its interest in the subsidiaries. 

By analogy, it would appear that if 
the seller is indebted to the corporation, 
the debt may be cancelled as a part of 
the transaction, with no dividend to the 
buyer and with capital gain treatment 
of the seller’s income realized upon the 
debt cancellation. Freeland Ham, TCM 
1955-161. 
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\t present, then, it appears that where 
outsiders or a minority desire to gain 
control of a profitable corporation, they 
may do so by acquiring a small bloc of 
Stoc k, 


| 
a 


then having the corporation re- 
eem all the stock remaining in the 
hands of the former majority group. The 
old majority group does not receive a 
since its interest is 


dividend, being 


erminated, but nevertheless receives a 


price commensurate with the corpora- 
tion’s assets. The new majority group 
pays a price within its reach and obtains 

successful corporation without a large 
thus 


Rul. 55-745, 


earned surplus. A loophole may 


ippear to exist. (See Rev. 


Corporate organization and distributions * 


IRB 1955-52). 
be asked, 


The question may well 


however, whether such a 


transaction would not suggest to a 


DBD 
treasury agent that the corporation had 
unreasonably accumulated surplus. 
Where the attribution rules of Section 
318 apply, caution must be exercised in 
planning a Type A transaction to ensure 
that all the stock of the selling group is 
redeemed, or that enough is redeemed 
for the distribution to qualify as dis- 
302. Of 
course, this type of transaction will not 


proportionate under Section 
result in stepped-up basis on the corpo- 
rate assets, except as provided in Section 


3354(b). 


IRS follows Zenz, gives us more favorable 


rule on distributions to stockholders 


ie IRS HAS DEMONSTRATED a liberal 
attitude in two recent rulings per- 
Rev. Rul. 
1955), the 


distributions. In 
5-745 (52 IRB 9, Dec. 27, 


Service has agreed to follow the Zenz 


taining to 


case under Section 302 of the 1954 Code. 
had 


Zenz decision under Section 115(g)(1) of 


\ previous ruling adopted the 
the 1939 Code in similar factual situa- 
tigns (taxpayer first sold part of her 
stock to an outsider and then shortly 
thereafter sold the remainder of the 
sto¢k to the corporation for cash and 
property about equal to the earned sur- 
plus). The court had held the redemp- 
since the tax- 


tion was not a dividend 


payer was separated from all interest in 
he corporation. 

Che Service has now ruled that this 
ype of transaction qualified as a com- 
plete termination under Section 302(b) 

of the 1954 Code, and hence, not a 
dividend. It was not, however, a “partial 
liquidation” under Section 346. Lest we 

ecome overly enthusiastic as to the im- 
pact of this ruling, we should note that 

Zenz case and the ruling involved a 
xpayer who owned the entire stock be- 
ore the sale and redemption. If, how- 
r, a close member of the taxpayer's 
nily also owned stock under™Section 

18, then compliance with the complete 

rmination rule of Section 302(b)(3) 
difficult because of the 


iy be very 


0-year backward and forward freezes 
hich greatly limit the application of 
Section 302. 

Che second ruling affirms the rather 
fact that stock re- 


ceived as a dividend on common stock 


obvious common 


is not Section 306 stock, even though 
distributed out of treasury stock. Rev. 
Rul. 55-746 (52 IRB 10, Dec. 27, 1955). 
At the time of the stock dividend, the 
corporation had outstanding both pre- 
ferred and common stock, part of which 
was held in the treasury. For “bona fide 
business reasons,” the corporation pro- 
poses to distribute a common stock divi- 
dend to its common stockholders out of 
common stock in its treasury. Internal 
that it 
whether the 


Revenue has correctly ruled 


makes no difference com- 
mon stock is newly issued or is treasury 
common stock. Hence, the taint of Sec- 
tion 306 stock never rises here. 

While it was not expressed, we think 
it could also have been noted that there 
was no need for the “bona fide business 
stock Che 


tax motive for the distribu- 


reasons” for the dividend. 
absence of 
tion and the disposition of Section 306 
stock should arise only where the stock 
otherwise is classified as Section 306 
stock. It is also evident that the dividend 
would not be taxable under Section 305 
of the 1954 Code 


ferred stock was also outstanding, and 


even though pre- 
hence, the distribution may have shifted 
the proportionate interests of the share- 
holders 

The ruling furnishes a clue as to the 
Service’s policy when it observes that 
common stock is not Section 306 stock 
“Gf the stock that is to be distributed is 
the same in all respects as the common 


stock outstanding.” Cautious tax 
anticipated 


imaginative attempts to extend Section 


men 


have already possible 


306 to common stock, by making the 


. 
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stock issued as a dividend the same as 


> 


the old common stock. 





Notes held really preferred; can’t deduct 


“interest.” took 


a Coca-Cola bottling 


lax payer-corporation 
over the assets of 
tax-free 
$10,000 in 


company in a exchange. It 
stock 


$254,000 in interest-bearing installment 


issued common and 
notes. ‘The notes, due in 20 or 30 years, 
were payable only if the corporation was 
solvent and were subordinate to all 
other existing obligations. The Com- 
missioner disallowed the interest de- 
ducted by the corporation and the court 
agrees. The notes were a capital invest- 
ment in the nature of preferred stock. 
Pocatello Coca-Cola Bottling Co., DC 


Idaho, 3/29/56. 


Bad debt denied; deemed contribution 
to capital. Both parties agreed that tax- 
payer was in the business of operating 
bus lines. Certain payments, made to a 
corporation in which he was a_ stock- 
holder, were deducted as business bad 
debts. The court instructed the jury that 
in determining whether the payments 
were business loans or merely contribu- 
tions to capital, they should consider 
whether the payments had all of the 
usual indicia of loans rather than stock 
investments and whether the taxpayer 
was in the business of financing bus lines 
in addition to operating them and man- 
aging his investments. The jury found 
for the government. Skalicky, DC Ind., 


2/15/56. 


Debt-to-capital ratio of 207 to 1 too 
thin, though debt and stockholdings not 
proportionate. Taxpayer was organized 
with a total capital of $1,000 (which 
taxpayer conceded was “thin’’) to pur- 
chase, subdivide, and sell a substantial 
tract of land. To finance the project an 
additional $57,800 was obtained from 
the stockholders on interest-bearing un- 
secured notes, and $149,000 from banks 
The 
$57,800 were held to represent capital 


on mortgage loans. notes for 
rather than a valid indebtedness, even 
though the notes were not issued to 
their 
stockholdings. The court said that it 


stockholders in proportion to 


gave to this circumstance no greater 
weight than if taxpayer had issued dis- 
proportionate amounts of common and 
preferred. Deductions for “interest” pay- 
ments on the disallowed. 


Colony, Inc., 26 


notes are 


TC No. 3. 
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FHA-insured corporation, after dis- 
tributing windfall cash, distributes prop- 
erty; no gain to it. Taxpayer was a Cor- 
poration which built apartments with 
FHA-insured loans. As agreed prior to 
construction it distributed the land and 
buildings pro rata to its four share- 
holders, who took the property subject 
to the mortgages. The Commissioner 
argued that the property had increased 
in value, and the bargain sale was a gain 
to the corporation. The FHA loans had 
exceeded the building costs by over 
$100,000, and this excess had also been 
distributed to the shareholders in cash. 
The court finds that the transfer of the 
property to the stockholders was not a 
sale; it was a distribution to them in 
this capacity as stockholders. It is well 
settled that a corporation does not 
realize income on such a distribution of 
appreciated property (General Utilities 
case). The stockholders received a divi- 
dend only to the extent of the available 
earnings and profits; the excess distribu- 
tion was to be applied in reduction of 
the basis of the stock and any remain- 
ing balance was taxable as capital gain. 
[Under the 1954 Code, if an FHA loan 
in excess of basis is outstanding when 
a distribution is made, the excess is 
treated as earnings and profits. Ed.] 
Pool, TCM 1956-64. 


Corporate black-market profits dividends 
to stockholder. [Certiorari denied] Tax- 
payer-corporation bought and sold in 
the black market and transactions were 
not entered on its books or tax returns; 
the over-ceiling payments went directly 
to the stockholders. The corporation 
argued that understated sales were offset 
by understated purchases. The Tax 
Court gave taxpayer corporation credit 
for only a few understated purchases 
which were proved, and held that black- 
market profits as determined by the 
Commissioner were dividends to tax- 
payer stockholders. The Circuit Court 
affirmed this, as well as the Tax Court's 
finding of fraud, without discussion. It 
held that the Tax Court was entitled to 
judge the credibility of the witnesses. 
A factor in such credibility is conduct of 
practices violative of federal price con- 
trols. Chesbro, cert. den., 3/26/56. 


Commissioner argues redemption not a 
dividend!! Reason: taxpayer is a corpo- 
ration. Taxpayer-corporation owned 
40.4%, of the total stock of Western 
Oil. Western purchased some shares 
from taxpayer, leaving the taxpayer 
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holding 20.1% of the outstanding stock. 
Taxpayer treated the “redemption” as 
essentially equivalent to a taxable divi- 
dend and took a dividend credit of 85%. 
The court, however, upheld the Com- 
missioner’s contention that there was no 
equivalence to a dividend. The corpora- 
tion had redeemed some shares of other 
stockholders. These transactions amount- 
ed to a partial liquidation. Further, 
there was no pro rata distribution to 
all of Western’s then existing share- 
holders. The gain on partial liquidation 
was taxable as a long-term capital gain. 
Pacific Veg. Oil Corp., 26 TC No. 1. 


Distribution of cash to old stockholders, 
prior to their sale, a dividend. Taxpayer 
owned stock in a corporation holding 
hotel property. The hotel manager 
offered to purchase the corporate stock 
at a stated price after earnings had been 
distributed to the stockholders. Payment 
of the earnings by the corporation to 
taxpayer as stockholder was held to be 
a taxable dividend and was not a part 
of the consideration coming from the 
purchaser of the stock. The court said 
that while the transaction might have 
been cast in the form of a simple sale 
of stock, it was not. The purchaser’s offer 
was for the stock after stockholders had 
been paid the cash in excess of liabilities. 
Gilmore, 25 TC No. 158. 


Redemption of all father’s stock from 
estate a dividend; estate indirectly owns 
stock of beneficiary son. Decedent owned 
27% of the stock of a corporation, 48% 
was owned by his son, the sole bene- 
ficiary of his estate. The corporation was 
of the 


required by contract to buy 13% 
estate stock. It bought all. However, this 
cannot be treated as a complete re- 
demption; under the Code the estate is 
considered the owner of the stock owned 
by the beneficiary, the son, and that 
stock was not redeemed. Nor can the 
redemption escape tax as “not essen- 
tially equivalent to a dividend.” The 
relative interest of the principal share- 
holders was not changed. [This tax trap 
is discussed extensively in the article be- 
ginning on page 322 of this issue. Ed.] 
Rev. Rul. 56-103. 


Preferred received in tax-free merger is 
“Section 306” stock, but gain on disposi- 
tion may be capital. Under a plan of 
merger of two publicly-held corpora- 
tions, the surviving corporation issued 
preferred and common stock to the com- 
mon stockholders of the merged copora- 


tions. The exchange is held tax-free; 
the preferred stock reecived in connec- 
tion with the merger is "Section 306” 
stock, because it is preferred received in 
a tax-free exchange. However, the provi- 
sions of Section 306(a)(1) treating the 
gain on disposition of such stock as 
ordinary income are held not applicable; 
there was good business reason for the 
issuance. The earnings of the merged 
company were stable but low. The pre- 
ferred was used to limit the participa- 
tion of its stockholders in the combined 
earnings. For this reason the acquisition 
of the preferred is not in pursuance of 
a plan of tax avoidance. To avoid ordin- 
ary income on sale, the sale, if it occurs, 
must not be in anticipation of redemp- 
tions. Rev. Rul. 56-116. 


Distribution of subsidiary’s stock to a 
group of parent’s stockholders is a tax- 
free split-wp. A corporation engaged in 
the hardware business owned all the 
common and 12% of the preferred of a 
subsidiary appliance corporation. Both 
corporations had been engaged in the 
active conduct of their respective busi- 
nesses for more than five years. In order 
to effect a separation, the following plan 
was adopted: first, the subsidiary issued 
additional shares of its common in ex- 
change for its preferred owned by stock- 
holders other than the parent corpora- 
tion (after this exchange the parent 
owned 93% of the preferred); then, the 
parent distributed the stock of the sub- 
sidiary to a dissident group of its stock- 
holders in exchange for their stock in 
the parent. The latter exchange was held 
tax-free as a divisive reorganization 
under Section 355. While the parent 
acquired control (80% of the voting and 
non-voting stock) within five years of 
the split-up, the acquisition of over 80% 
of the preferred was in a tax-free ex- 
change. Such acquisitions do not come 
within 5-year ban. Rev. Rul. 56-117. 


$25,000 surtax exemption and EPT 
credit denied on tax-motivated split-off. 
\ corporation engaged in the storage of 
petroleum organized taxpayer, and trans- 
ferred several oil tanks to it in return 
for all of its stock. The split-off was 
motivated by the desire of the parent to 
minimize renegotiation difficulties by 
separating the government work, which 
it continued to handle, from general 
commercial operations, which were trans- 
ferred to the subsidiary. The court 
denied the subsidiary the extra surtax 
exemption and the $25,000 minimum 
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excess-profits-tax credit, relying on Sec- 
tion 15(c) of the 1939 Code. This section 
denies the surtax exemption and the 
minimum credit to a newly-created cor- 
poration taking one property from an- 
other controlled by the 
same interests unless the new corpora- 


corporation 


tion shows that securing the exemption 
or credit was not a major purpose. Tax- 
payer here failed to show that obtaining 
the exemption and credit here was not 
a major purpose for the split-off. Coastal 
Oil Storage Co., 25 TC No. 156. 


Sales by officer attributed to corpora- 
tion; they are dividends to her. De- 
cedent was the sole stockholder of Na- 
tional Thread Co. from 1916 until 1944, 
when she transferred all her stock to her 
husband. Sales of over $156,000 made 
by him as an individual during the 
years 1942-45, as well as some $22,000 
of unidentified bank deposits in his 
and decedent’s name, are held to be 
in substance sales of National Thread 
and taxable to it. The proceeds are 
also held to represent distributions in 
the nature of constructive dividends to 
decedent and her husband, taxable as 
ordinary income to the extent of the 
corporate earnings and 
Estate, 25 TC No. 109. 


profits. Stein 


Payment to former director is wholly 
non-deductible stock redemption. The 
taxpayer, a  Closely-held corporation, 
agreed to “buy out” an officer and direc- 
tor who owned stock and whose wife 
held debentures. He was paid a total of 
$120,000. The taxpayer claimed that 
$24,000, the excess of $120,000 over the 
book value of the stock and debentures, 
was deductible as paid in cancellation of 
contract. The Tax 
Court held that the director had no 


his employment 


contract, the parties made no alloca- 
tion of the $120,000, and the record 
does not justify the claim for a deduc- 


tion. This court affirms. S. Blechman & 
Sons, Inc.,.CA-2, 2/6/56. 


“Liquidation” really a reorganization; 
proceeds are “boot” and a dividend. 
Taxpayers owned 80% of the stock in 
a Tennessee Pontiac agency. The general 
manager, who owned the other 20% 
of the stock, decided to retire. Pursuant 
to its terms, the General Motors dealer- 
ship agreement was cancellable on his 
retirement. A new corporation was or- 
ganized, with the taxpayers owning al- 
most all the stock. The old corporation 
transferred some of its assets at book 
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value to the new, and distributed the 
balance in liquidation. The Commis- 
sioner argued that the eftect of the series 
of transactions was a_ reorganization 
plan, and the assets distributed by the 
old corporation were “boot” and taxable 
as a dividend. This court agrees, both 
on the ground raised by the Commis- 
sioner and also on the Tax Court's 
efurther view that the net effect of the 
whole transaction was to continue the 
business with a withdrawal of a sub- 
stantial part of the old corporation’s 
surplus. The fact that a minority share- 
holder was bought out as part of the 
transaction did not alter this conclu- 
sion. The court did reduce the dividend, 
however, by the amount which the tax- 
payers invested in the new corporation, 
on the theory that that amount, was, in 
effect, transferred from the old corpora- 
tion and remained in the 
Liddon, CA-6, 2/11/56. 


business. 


Section 102 tax sustained; corporation 
fails to meet burden of proof (old law). 
A sand and gravel corporation is held 
subject to the imposition of the Sec- 
tion 102 penalty surtax for the years 
1945 to 1950, having failed to show that 
its accumulated earnings and reserves 
of over $6,000,000 were not in excess 
of the reasonable needs of the business. 
Taxpayer claimed it needed reserves as 
a self-insurer, but offered no evidence of 
the amount. A report on proposed ex- 
pansion was prepared in 1953 and was 
obviously based on conditions and plans 
long after the years in question. The re- 
serves set up on the books for expan- 
sion and other contingencies were far 
less than amounts claimed here as rea- 
sonable. It was admitted that the failure 
to distribute earnings saved the con- 
trolling stockholders almost $1,200,000. 
[Under the 1954 Code, the burden of 
proof is on the Commissioner. Ed.] 
Smoot Sand & Gravel Corp., TCM 1956- 
82. 


Date rezoning becomes final starts 3- 
year period to determine collapsibility. 
Taxpayer had to have land rezoned from 
residential to commercial in order to 
construct a shopping center. This was 
contested over a period of years. For 
purposes of applying Section 341 relat- 
ing to collapsible corporations, the re- 
zoning is an integral step in the con- 
struction of the center. The 3-year hold- 
ing period is held to begin on the day 
following the date rezoning became final 
if the corporation has no other construc- 


tion activity with relation to the land 
after the date the rezoning became final. 
Rev. Rul. 56-137. 


Corporation, engaged in litigation, con- 
tinucs for tax purposes despite formal 
dissolution. ‘Taxpayer-corporation was 
engaged in extensive litigation alleging 
that a number of steel companies in- 
fringed its patents. In 1945 several steel 
companies agreed to settle by paying $9 
million. At this point one of the stock- 
holders, a bank holding 151° shares as 
trustee of a charitable trust, offered to 
buy the remaining 1849 shares from the 
other stockholders for about $11 million. 
As of the end of December the shares 
were sold and the corporation filed 
formal dissolution papers and assigned 
all its assets in liquidation to the trustee 
as stockholder. Litigation continued, and 
not until 1949 were all the suits settled 
and some $15 million released to the 
trustee. The Commissioner taxed this 
all as income of the corporation in 1949. 
The court agrees as to $12 million of 
it. In view of the extensive litigation 
the corporation must be regarded as 
still in existence for tax purposes also. 
some $3 million of the 
amount collected was for production 


However, 


after 12/29/45, the date of the assign- 
ment of the patents; that amount is 
income of the trustee. The rest was 
earned but not accruable at 12/29/45 
and is income of the corporation. Cold 
Metal Process Co., 25 TC No. 160. 


Redemption of stock is a partial liquida- 
tion though not “cancelled” on books. 
[Acquiescence.| In 1940 a corporation 
in which taxpayer was a stockholder had 
operating assets of $135,000. By the end 
of 1948 the assets had been reduced to 
$7,000 by sales. The corporation re- 
deemed all the stock of one of the 
1943, and in 1948 it re- 
deemed all the stock of a co-founder, 
leaving taxpayer owning all the 200 
shares outstanding. It then redeemed 
100 shares of taxpayer's stock. The Tax 
Court, noting that the redemption oc- 
curred when the bulk of the corporate 


founders in 


surplus consisted of insurance proceeds 
received on the death of a founder, held 
it to be in pursuance of a policy of 
gradual liquidation; it was not essen- 
tially equivalent to a dividend. The 
stock was considered “redeemed” even 
though kept on the books as treasury 
stock, since the corporation had no 
intention of reissuing it. McDaniel, 25 
TC No. 39, acq. IRB 1956-11. 
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How to use a financial analysis in estate 


planning: expert accounting services needed 


If accountants were more active in estate planning we would get 


by RENE A. WORMSER 


better financial 


analyses. This would tend to eliminate in advance many extremely trying problems, 


including planning the need for cash, 


business, and expected shrinkage in assets. 


valuation, planning for sale or control of a 


Mr. Wormser, a member of the New 


York bar and a leading writer on taxation of estates and related matters, here 


makes a plea for greater participation by the accountant in the estate planning job. 


: ge-rem ESTATE PLANNING is_ basi- 
cally a lawyer’s job, he needs the 
collaboration or assistance of contribu- 
tive specialists. Of these collateral ex- 
perts, the one least used in practice is 
the accountant—a circumstance which is 
often most regrettable for both attorney 
and client, and deprives accountants of 
employment for which they are uniquely 
fitted. The explanation may be that 
accountants generally have not familiar- 
ized themselves with estate planning or 
have not made themselves conspicuously 
available to give technical aid in this 
field. 

rhe accountant is best qualified to 
set up that preliminary analysis of the 
prospective estate which is prerequisite 
to devising a realistic plan. Indeed, he 
can often provoke the whole estate 
planning process by initiating such an 
analysis, from which it is very likely to 
appear that major planning is badly 
needed. Opportunities for initiating an 
analysis can occur readily enough in the 
course of normal accounting services to 
a client. 

The client rarely has any clear idea 
what actual net estate would be available 
for use at his death. More often than 
not, he will begin to understand some of 
his most troublesome problems only 
after the assets and debts have been 
reasonable 


appraised with accuracy, 


adjustments have been made for ex- 
pected administration expense and death 
taxes, and a balance has been struck. But 
he cannot plan with a mere net dollar 
sum in mind. He must deal with the net 
assets as they are. Therefore, a second 
phase of the analysis of his prospective 
estate consists of allocating selected 
assets for liquidation or for use to satis- 
fy the shrinkage at death, due to debts, 
administration expense and taxes. The 
then identifiable residual assets are those 
with which a plan may deal. 

This procedure is tentative, of course. 
It may turn out to be desirable, for 
special reasons, to retain some items 
which were initially labelled for liquida- 
tion. Some reorganization of assets, some 
substitutes or amplifications, may be in- 
dicated as the planning progresses. A 
general shifting around of the pieces 
usually precedes fitting them into a final 
mosaic. However, the preliminary an- 
alysis conduces realism; it is revealing to 
the client; it is suggestive to the man 
who is to model and propose a compre- 
hensive estate plan. 

The accountant is peculiarly equipped 
to set up this initial analysis which must 
base intelligent planning, though he, in 
turn, may need other expert collabora- 
tion in his own work. To illustrate what 


is involved in an analysis, I shall use 
I designed for a 


an artificial case which 


class at New York University. It is the 
case of the fictitious Mr. Charles F. Ogg, 
a man of means who has, among his 
assets and liabilities, items of diverse 
character. In Exhibit I, I have used nice 
round numbers in evaluations to save 
complex computation.1 

The values which I have used are 
meant to represent the results of ap- 
praisals. Were this an actual case, a 
variety of appraisal problems would be 
raised. The accountant could readily 
evaluate some of the assets. Specialized 
experts would be needed to assess the 
value of others; the paintings and the 
real estate are obvious examples. Insur- 
ance policies should be checked by an 
insurance underwriter, lest there be 
features which would escape the un- 
initiated. Some documents, such as trust 
agreements and contracts, would require 
inspection by an attorney to determine 
their true character and _ significance, 
both from a legal and a tax standpoint; 
it is certainly never safe to rely on 
descriptions hazarded by the client him- 
self. 

Mr. Ogg’s most valuable assets are the 
business interests, and an appraisal of 
these is most important. An accountant 
can usually make a pretty good stab at 
a corporate appraisal sufficient for initial 
use in estate planning. It may later be- 
come necessary to review and _ re-check 
such a tentative job, and even to call 
in a specialist for this sole purpose. But 
if the accountant makes his appraisal on 
the conservative side, it will often do 
for the purposes of the initial analysis. 


The closely-held-stock problem 

There are no valid formulae for the 
estate tax appraisal of closely held stock 
interests. Each is a case by itself. Com- 
parative values of other corporations 
may be a guide; generally, however, no 
comparable company can be found 
whose stock is traded. The conventional 
and necessary Start seems to be to com- 
pute a true balance sheet and true aver- 
age earnings over a five year period, 
making what readjustments realism and 
fairness require. It is not to be presumed 
that government auditors will accept 
balance sheets and profit and loss state- 
ments at their face if reasonable digging 
would disclose hidden or undervalued 
assets, or bookkeeping practices which 
fail to reflect true earnings. On the other 
hand, adjustments in the other direction 
1 Lawyers are not always good at “figgerin’” 
but, in defense of my profession, I must add that 


I have known excellent accountants who could 
not add. 
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may be indicated. There may be over- 
valuations and other factors which re- 
duce asset value or earnings. 

The government tries whenever it can 
to superimpose an item of goodwill on 
book value in appraising closely held 
stock. It is now a rare case, however, in 
which the government persists in this 
approach. It must face the fact that 
many listed corporations today still sell 
below their book value. It is usually safe 
to take book value, properly adjusted, 
as the maximum expected estate tax 
evaluation, unless the earnings are 
fantastic or the corporation is one in 
which capital plays a relatively minor 
part in the production of income; in 
such instances, a fair capitalization of 
iverage earnings may be the appraisal 
unswer. Moreover, there are often special 
circumstances present which can be re- 
lied upon to result in some discount 
book 


minority character of the holding; the 


even from value, such as the 


unique and irreplaceable contribution 
of the stockholder; trends and conditions 
in the trade and in the individual busi- 
and other involvements; 


ness; contract 
peculiar hazards of the particular enter- 
prise etc. 

Che appraisal of a-+business interest 
can be a very complex process; it is in- 
evitably a precarious one, involving ele- 
ments of judgment. At any rate, of those 
experts who contribute to an estate plan, 
the accountant should be the most 
qualified to make such appraisal as may 

useful up to the point where special- 


d appraisal services are indicated. 


iccountant’s record very useful 


During the listing and appraisal phase 


¢] 
yt Line 


analysis, the accountant can make 


set of extremely valuable notes for 


wn guidance and for the future use 
and others who are to 


of the attorney 


collaborate in finishing the estate plan- 


ning job. Innumerable precious data 
might be listed, such as control factors 
in corporations; agreements which may 


ct management or disposition; cost 


data; the time and method of acquisi- 


tion of assets; the state of liquidity of 
corporations in anticipation of the use 
of Section 303 of the Code; carrying 


and maintenance cost of real estate or 


other assets; personal income data; 


standard of living requirements; gift tax 


history, etc. Moreover, inasmuch as the 


analysis constitutes an audit of the 


client’s personal affairs, it would be an 
case in which the 


unusual accountant 


did not find frailties, inconsistencies, or 


downright flaws in the client’s financial 
affairs. 

Having set up realistic values, there 
comes the computation of shrinkage; the 
computation of the net and 
preparation for the identification of the 
assets which are to be used to satisfy the 
shrinkage. Exhibit II is the way this 
could be set up in the Ogg case. 


- 


estate; 


We now know, even using the maxi- 
mum marital deduction, that the avail- 
able liquid assets (or assets such as in- 


surance which can be 


readily made 
liquid) come very far from giving us 
adequate liquidity at death. Assuming 
that there are to be no cash bequests, 
etc., we still need to liquidate or pro- 
vide for an additional $400,000—and, if 
no marital deduction is to be used, then 
$804,400. 

It may well be that we shall end with 
a plan which provides all or most of the 


liquidity deficit through other means. 
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first to look the 
assets over to see what would have to 
be liquidated to satisfy the deficit if no 
extraordinary planning were done. This, 


But it is instructive 


then, would present the possibilities, for 
we happen to know that Mr. Ogg wishes 
to preserve his major business for his 
family. 


To be To be 
Asset liquidated? retained! 
Personal effects $ 20,000 
(passing to 
wife?) 
Paintings $ 50,000 


Oge Mfg. stock 1,400,000 


Franklin Sales stock 175,000 
Ogg & Brass interest 250,000 
Home 50,000 
Acreage 10,000 
Patent 30,000 
$515,000 


Where are we, then, regarding liquida- 





EXHIBIT I: MR. OGG’S 


A, Assets and Items With Which Mr. 
Personal effects, miscellaneous 

4 Valuable Paintings 

Cash in banks 

Marketable securities (see Schedule A)? 


l4 partnership interest in Ogg & Brass 
Home in New York City (equity) 
Acreage in Westchester 


Patent (See Schedule E) 


Joint and survivorship annuity 


rights or interest (See Schedule G) 
B. His Liabilities and Obligations. 
Average household bills outstanding 
Loan with securities as collateral 
Loan with insurance as collateral 


Current and contingent income taxes 


Death taxes 
C. Assets of Mrs. Ogg. 
Cash in banks 


Personal effects 


Miscellaneous securities 


selected objectives, etc., which are not 
normally be compiled by the attorney. 





7000 shares stock in Ogg Mfg. Co. Inc. (See Schedule B) 
1750 shares stock in Franklin Sales Co. (See Schedule C) 
(See Schedule D) 


Ordinary life insurance—principal (See 
Retirement insurance—principal value (See Schedule F) 

death value (See Schedule F) 
Irrevocable trust established by Ogg but in which he retains no 


Contingent obligation on endorsed note; almost certain to mature 
Estimated medical and funeral expenses at death 


Estate administrative expense and general estimated shrinkage 


Summer residence in Conn. (See Schedule H) 
Stock in Ogg Mfg. Co. Inc. (See Schedule B) 


(No substantial obligations or shrinkage except in case of death) 


2I am not reproducing the various detailed schedules which are referred to in the statement. 
These would give detailed necessary information regarding individual assets. The compilation 
and assembling of these schedules would in most instances be uniquely the province of an 
accountant. I am not showing either such memoranda regarding family relations, Mr. Ogg’s 
necessary for the current discussion. These would 
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Ogg Can Plan. 
S$ 20,000 
50,000 
15,000 
55,000 
400,000 
175,000 
250,000 
50,000 
10,000 
50,000 
50,000 
50,000 
20,000 


Schedule F) 


200,000 


2,000 
25,000 
15,000 
22,000 
15,000 

5,000 


$,000 
20,000 
20,000 
100,000 
15,000 











—_— << 


340 « 


tion? Having used up all of our liquid 
assets, we still need an additional $804,- 
100 if we are to use no marital deduc- 
tion—yet the remaining items in the list 
of assets which we may be willing to 
dispose of but which are in varying 
degrees frigid (first column above) aggre- 
gate only $515,000. Even if we use the 
full marital deduction, we are in some 
difficulty. True, we need only an addi- 
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the first column. But which of these 
frigid items to plan to liquidate and 
how is indeed a problem. 

Using no marital deduction, we need 
to liquidate part of the precious Ogg 
Mfg. shares, which gives rise to various 
difficulties—danger of loss of control, 
etc. Using the full marital deduction, 
we have difficult liquidation problems 
and, are left, at best, only with the Ogg 


effects, and $115,000 of assets, a good 
part of which may be frigid and undesir- 
able to hold. 


This analysis reveals problems 

Clearly enough, the very sight of this 
analysis will bring serious problems to 
mind. Many highly interesting solutions 
of such problems are available to us, 
and the analysis in itself will begin to 








tional $400,000 and have $515,000 in Mfg. stock, the home, the personal suggest selections out of the available 
EXHIBIT II: THE COMPUTATIONS OF SHRINKAGE NOTES TO EXHIBIT II: 
Non- 
Assets Taxable Taxable Liquid (A) In appraising assets, two re- 
Personal effects $ 20,000 sultant figures must be obtained for 
Four paintings 50,000 some items—(1) value for estate tax 
Cash 15,000 15,000 purposes, i.e. tax value, and (2) value 
Marketable securities 55,000 55,000 for estate planning use. In some cases 
Stock in Ogg Mfg. Co. 1,400,000 the item may be wholly available for 
Stock in Franklin Sales Co. 175,000 use in the estate but only partially 
Partnership interest, Ogg & Brass 250,000 taxed; or vice versa. 
Home (equity) 50,000 
Acreage 10,000 (B) In making the tax computa- 
Ordinary life insurance 50,000 50,000 tion, it must be kept in mind that 
Retirement policies 50,000 50,000 many items of property might be 
Joint and survivorship annuity 20,000 20,000 subject to tax in the client’s estate, 
Patent 30,000 though not passing under his will or 
Irrevocable trust even necessarily appearing on his | 
(no retained interest) 200,000 personal balance sheet. Examples ! 
— oS . - might be a taxable power of appoint- ; 
$2,175,000 $200,000 $190,000 Rif ee 
ment under someone else’s instru- 
Expected devts and ment; transferred insurance in which 
administration expense more than a 5% reversion has been 
Hoyachotd hills ped retained; etc. Assembling such items 
Loan against collateral securities 25,000 requires digging, and consultations 
Loan against insurance collat. 15,000 


Contingent and current 
income tax 

Contingent obligation on 
endorsed note 

Medical and funeral 

Administrative expense and 
general administrative 
shrinkage, estimated at 


10% of gross estate 


Net Estate Suspyect To Tax 
Maximum marital deduction (14) 
DEATH TAXES WITH MAx. Mar. 
DeEDUC. 
DEATH TAXES WITH No MARITAL 
DEDUCTION 
COMPUTATION TO DETER 


Liquid Needs 
Debts and administration expense 


Death taxes 


Total 
Liquid Assets 


DeFiciT IN LiguipiTy 
(Plus any cash nee 





22,000 


15,000 
5,000 


217,500 301,500 


$1,873,500 
936,750 


$288,500 


692,900 
MINE DEGREE OF LIQUIDITY 
If full marital If no marital 
deduction used deduction used 


$301,500 $301,500 
288,500 692,900 
590,000 994,400 
190,000 190,000 
$400,000 $804,400 


ded for bequests, etc.) 


with counsel to determine legal effect 
and taxability. 


(C) Administrative 
set high at 10%. 


shrinkage is 
Ordinarily, 7% or 
8% should be adequate. In the Ogg 
case, however, it was anticipated that 
he would probably wish three execu- 
tors, consuming an aggregate of slight- 
ly over 6% of the estate in their 
fees. Adding a probable attorney’s 
fee of 3%, leaves a balance for ‘‘mis- 


cellaneous” of 1%. 


(D) I have computed the death 
taxes in two ways; using no marital 
deduction and using the maximum 
marital deduction. This is always 
wise; to give the range of liquidation 
necessity. 


(E) The “liquid needs” shown at 
the end of the computation would 
have to be increased by whatever cash 
bequests and disbursements the client 
were to direct in his will. 
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methods which best suit the particular 
case. Reductions of the estate tax im- 
pact through gifts; the use of Section 
303; agreements with fellow-stockholders 
and business associates; amplifications of 
the insurance program; the creation of 
special trusts; even the creation of a 


foundation; these and 


many other 
avenues of attack are possible. 

We have not only the shrinkage-liqui- 
dation problem, but also the major ob- 
jectives of the client to consider. Liqui- 
dation and reorganization methods must 
be coordinated with these, to produce 
the most practicable and desirable dual 
result—the solution of the liquidation 
problem and _ the reasonable, 
economical and effective satisfaction of 


most 


the client’s desires. 

[t is difficult to see how either part 
of this dual result can be reached with- 
out having first gone through such an 
analysis of the expected estate as it 
stands. 

Nor is the analysis of the client’s estate 
alone all that is required. The prospec- 
tive estate of the wife must be similarly 
analyzed, and, in some instances, those 
of the children. Incomes must be com- 

uted, before and after taxes; living 

quirements must be fairly assessed to 
determine whether any margin of in- 
comes remain for use. 

I shall not attempt to go into the 
many other factors, financial and _per- 
sonal, which come into play once the 
preliminary analysis of a_ prospective 
estate has been made. It would require 
telling a large part of the whole story 
of estate planning. I do call to the atten- 
tion of accountants, however, the ex- 
tremely valuable part they can perform 
in estate planning, in taking over or 
actively assisting in the analysis of a 
prospective estate, an activity in which 
the accountant’s peculiar capacities are 


of especial value. wv 
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What loans can an employee’s trust 


make to the employer ? 


A’ A PRACTICAL MATTER, many small 
businesses considering employees’ 
pension and profit-sharing plans (par- 
ticularly the latter) are much concerned 
with the possibility of borrowing from 
the fund. Isadore Goodman, Assistant 
Chief, Pension and Exempt Organiza- 
tions Branch of the IRS, went into this 
in some detail at the San Francisco meet- 
ing of the Western Pension Conference 
last fall. He had this to say: 
Apparently the far-reaching 
change in the area of retirement plans 
brought about by the 1954 Code con- 
sists of making employees’ trusts sub- 
ject to provisions which are applicable 


most 


to exempt organizations pertaining to 
feeder organizations and _ prohibited 
transactions. Exemption may be denied 
if the organization engages in prohibited 
transactions. Such transactions are 
enumerated in Section 503 (c) and con- 
sist of dealings between the exempt or- 
ganization and the employer who estab- 
lished it, or related or controlled in- 
terests, involving: 

1. A loan of any part of the organi- 
zation’s income or corpus without the 
receipt of adequate security and a rea- 
sonable rate of interest; 

2. Payment by the organization of 
compensation in excess of a reasonable 
allowance for salaries or other compen- 
sation for personal services actually ren- 
dered; 

3. Making any part of the organi- 
zation’s services available on a preferen- 
tial basis; 

4. Any substantial purchase by the 
organization for more than an adequate 
consideration in money or money’s 
worth; 

5. A sale of any substantial part of 
the organization’s securities or other 
property for less than an adequate con- 
sideration in money or money’s worth; 
and 

6. Any other transaction which results 


in a substantial diversion of the or- 
ganization’s income or corpus. 

These provisions apply to exempt or- 
ganizations generally, and have also been 
made applicable to employees’ trusts. 
But only about half result in important 
consequences; the rest are probably 
academic. The most potent provisions 
are: (1) A loan of funds without the 
receipt of adequate security and a rea- 
sonable rate of interest, (2) buying se- 
curities or other property at a price 
in excess of fair market value, and (3) 
selling securities or other property at a 
price below fair market value. It is 
possible that the other restrictions may 
apply at times, but the operation of pen- 
sion and profit-sharing plans is such that 
it is not likely that situations would 
arise with respect to which those re- 
strictions would be applicable. For 
example, an employer may be _ the 
trustee of its employees’ trust; if it 
should charge a fee in excess of the pre- 
vailing rate, that would be subject to a 
determination as to whether a_pro- 
hibited transaction is involved. It would 
be unusual, however, for an employer 
who makes a contribution, which is de- 
ductible wihin specified limits, to try 
to get some of it back by exorbitant 
charges which would constitute taxable 
income. Similarly, it isn’t likely for an 
employees’ trust to make any of its 
services available on a preferential basis 
since the trust is not a service organiza- 
tion. 

As to purchases or sales involving 
transactions with the creator of the trust, 
or with related or controlled interests, 
the problem is one of valuation. Fair 
market value at the time of the trans- 
action governs. In the case of listed se- 
curities, the determination is simple. In 
other cases, appraisals by experts may be 
necessary. If the trust loans some of its 
funds to the employer at an interest 
rate of 4%, while the prevailing rate of 
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interest for similar loans. in the com- 
munity where the parties are situated is 


4, the loan may be considered a pro- 
hibited transaction, even though the 5% 
rate is reasonable. 

“Adequate security” has not as yet 
been officially defined. Section 503(c) of 
the 1954 Code corresponds to Section 
3813(b) of the 1939 Code. The Regu- 
lations on the latter section do not de- 
fine the term “adequate security” nor 
do they illustrate its application. The 
committee reports on the 1954 Code do 
not shed much light on the matter 
either. House Report No. 1337, accom- 
panying H.R. 8300, 83rd_Congress, 2nd 
Session, in referring to Section 503, at 
page A169, merely states in this regard: 
“For example, if the trust loaned any 
part of its income or corpus to the em- 
ployer-creator of the trust without the 
receipt of adequate security and a 
reasonable rate of interest, it would lose 
its exempt status.” A similar statement 
is contained in Senate Report No. 1622, 
at page 310. Consequently, the question 
remains, “What is adequate security?” 
Regulations under the 1954 Code on 
sections dealing with exempt organiza- 
tions are pending. Until they are of- 
ficially promulgated no definitive posi- 
tion can be stated. Certain opinions, 
however, have been advanced and these 


may be considered. 


A simple note may not do 


There is one school which contends 
that “security” means an investment 
represented by an evidence of debt or 
ownership, such as stocks, bonds, or 
notes. Hence, the promissory note of a 
financially sound employer should seem 
to satisfy the statutory requirement. 
See comment on financial condition 
of the employer, return Form 990-P. 
That is one view. Apparently, however, 
there is some doubt as to its efficacy. A 
bill has been introduced (HR 7151) 
providing “approval of an independent 
banking trustee based upon the credit 
standing of the obligor’ as an alterna- 
tive requirement to “adequate security.” 

Another view is that “security” is 
something of value supporting a promise 
to pay and is in addition to a showing 
of ability to make repayment. It may 
consist of collateral, a lien against spe- 
cific property, or assurance of repay- 
ment by a solvent guarantor or surety. 
Under this view, a loan of $100,000 by 
an exempt organization to the grantor 
who has a net worth of $500,000, merely 
on his own promissory note, is not a 


secured loan. Jf, however, the note is 
accompanied by a mortgage on prop- 
erty, or collateral, or carries with it the 
secondary promise of repayment by a 
solvent accommodation endorser, it may 
be secured. 

The security must be adequate. That 
is, the security at the time of the trans- 
action must be sufficient to repay the 
indebtedness, interest, and charges which 
may pertain thereto. If the fair mar- 
ket value of the mortgaged property, 
or collateral, is $75,000 against an in- 
debtedness of $100,000, the security is 
inadequate, unless there is adequate 
security or endorsement. Similarly, if an 
accommodation endorser’s net worth is 
$75,000, his endorsement on a note for 
$100,090 is not adequate security for 
purposes of avoiding this problem. 

Debenture bonds which are not se- 
cured by mortgaged property are mere 
evidences of indebtedness and, in ac- 
cordance with the aforesaid view, do 
not constitute security within the pur- 
view of Section 503(c) (1). Similarly, 
subordinated debenture bonds of a part- 
nership which are guaranteed by the 
general partners would not be ade- 
quately secured. Since the general part- 
ners are liable for the firm’s debts, their 
guaranty does not add anything to what 
the creditor already has. 

The security must be actual and 
realizable and not a mere possibility for 
receiving greater payment. A promise 
to repay the loan plus a percentage of 
future profits which may be greater than 
the prevailing rate of interest does not 
meet the requirement for adequate se- 
curity. Neither is a judgment note 
adequate security. It merely facilitates 
collection in some cases. A note in which 
the debtor confesses judgment in the 
event of default enables the creditor to 
enter judgment without suit and may 
give him a priority in collection but it 
does not, by itself, constitute adequate 
security. 

In the case of junior mortgages, a 
greater margin of security may be 
necessary in order to provide a sufficient 
recoverable interest in the event of fore- 
closure by the holder of the prior lien. 

The provisions relative to prohibited 
transactions are applicable to employees’ 
trusts after March 1, 1954. In the case 
of a loan made prior to such date, 
without adequate security ora reason- 
able rate of interest, if any..part of the 
loan is repayable before December 31, 
1955, it may be refinanced on the same 

(Continued on page 385) 
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1954 Code seems to fail, unexpectedly, to 


correct inequity in property-tax reduction 


( YAREFUL READING and re-reading of the 


A statute and the various committee 
reports has forced this writer to the con- 
clusion that the mandatory tax-appor- 
tionment requirement of Section 164 (d) 
was not intended by Congress, whether 
on purpose or by oversight, to apply to 
the treatment of the property tax which 
is a lien on the sale date but which re- 
lates to a different property-tax year 
in which the sale occurs. 
(Paragraph 1460.01, Vol I, of the 1956 
CCH’s Standard Federal Tax Reporter 


says, concerning taxes accrued prior to 


than the one 


the sale date: 
Che taxes are considered as imposed 
but not includ- 


upon the seller up to, 


ing, the date of sale, whether or not 
they accrue or become a lien before or 


after such date; likewise, the buyer is 
treated as the person upon whom the 
taxes are imposed, beginning with the 
date of the sale, regardless of the 


accrual date or lien date under local 


law.’ 
to treat all 
property taxes accrued prior to the sale 


Ihe rules are thus made 


date as coming within the ambit of 


Section 164(d), but this, it seems to the 
Both the 


164(d) and the com- 


writer, is not proper. provi- 


sions of Section 
mittee reports aim only at the property 
taxes for the property-tax year in which 


the sale occurs. 


Difficulties under the 1939 Code 


nder the Internal Revenue Code of 


1939 a purchaser of real estate was 


denied a deduction for the 


pro-rata 
share of the local property taxes which 
he assumed in the 


purchase contract 


by NELSON H. C. LOW 


and paid, if under local law the taxes 
had become a personal liability of the 
seller prior to the date of sale. 
sult was brought about by the 


This re- 
now- 
familiar principle, enunciated by the 
Supreme Court in Magruder v. Supplee 
[316 U.S. 394 (1942)], that either a 
pre-existing property tax lien or per- 
sonal liability therefor on the part of 
a seller is sufficient to foreclose a subse- 
quent purchaser, who pays the amount 
necessary to discharge the tax liability, 
from deducting the payment as a “tax 
paid.” Under this doctrine the pur- 
chaser was required to capitalize the por- 
tion of the tax he paid in the basis of 
the property purchased; the seller was 
entitled to deduct the taxes. 

To correct this inequitable sittuation, 
Congress enacted Section 164(d) of the 
Internal Revenue Code of 1954. Briefly 
stated, upon the sale of real property 
after 1953, the purchaser is considered as 
the person on whom the tax is imposed 
for that portion of the real property 
tax year in which the sale occurs be- 
ginning on the date of the closing of the 
sale; and that part of the tax allocable 
to the portion of the same real-property- 
tax year preceding the date of closing 
sale is deemed to be imposed on the 
seller. It was predicted that 
henceforth be done to 


justice 
would both 
parties to the transaction in all cases by 
this mandatory apportionment require- 
ment, thus rendering the Supplee doc- 
trine obsolete. 

Despite this announced intention to 
remove the inequities of the prior law, 
this writer believes that the corrective 
provisions of the new Section 164(d) are 
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incapable of meting out justice in cer- 
tain cases where the lien dates of the 
local property tax precede the local 
property tax years to which such tax 
relates. The Supplee deci- 
sion has definitely not been legislated 


Magruder v. 


into complete oblivion. 


Sale not in property-tax year 


Take the hypothetical, though highly 
typical, and a 
California purchaser of real property 
situated within the county limits of Los 
Angeles. The property-tax 
year commences July 1 and ends on 
June 30 of the succeeding year! and the 


case of a California seller 


California 


lien date for California property taxes is 
the first Monday in March preceding 
the property tax year. For instance, the 
real-property tax for the property-tax 
1955 to June 30, 1956 
became a lien on the assessed real prop- 
erty and, therefore, 


year from July I, 


accruable for federal 
income-tax purposes on March 7, 1955. 
Now, our hypothetical seller sold his 
June 1, 1955. What 
tax consequences would this sale entail 


real property on 


under the provisions of the new Sec- 
tion 164 (d) ? 

Since the property was sold during 
1954-55, it is 
abundantly clear under Subsection (d) 
(1) or (2) that approximately 1/12 of 
the 1954-55 property tax, which became 


the property -tax year 


1 lien on the property and accrued on 
March 1, 1954, 
having been imposed on the purchaser 


would be treated as 


and, therefore, deductible by him, 


whether he be on the cash or accrual 


basis for federal income-tax purposes. 
that the Los 


had derived tax benefits from deducting 


Assuming Angeles seller 
the entire 1954-55 tax for a prior taxable 
year, he would now be required to in- 
in his 
gross income for his taxable year dur- 


clude 1/12 of such deduction 


/ 


ing which the sale occurred. So far, 
Section 164 (d) 


tent of its 


has served well the in- 
circumvent 
Supplee. But unfortunate- 
ly, it also has reached the end of its 


framers to 
Magruder v. 


powers. 
On June 1, 1955, the 
the real property was encumbered with 


date of sale, 


the entire amount of the 1955-56 prop- 
erty tax which became a lien on March 
7, 1955, as pointed out above. Under the 
Supplee doctrine, inasmuch as the tax 
was a lien against the property on the 
sale date, 
the selling price, and the seller, not the 


it must be treated as part of 


purchaser who may pay the tax subse- 


quent to the purchase, would be en- 
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titled to deduct the entire amount of 
the 1955-56 tax. This writer has no 
doubt that this represents one of the 
inequities resulting from the applica- 
tion of the. Supplee rule that Congress 
sought to eliminate by the enactment of 
164(d). But does the statute, 
as it now stands enacted in 
164 (d), overturn Magruder v. Supplee 
with respect to the treatment of the 


Section 
Section 


property tax which is a lien against 
the property on the sale date, but which 
relates to a property tax year that suc- 
ceeds the property tax year in which 
the sale occurs? Unless it does, Supplee 
rules supreme.? 
Scope of the 1954 Code 

The general rule for apportionment 
(1) of Sec- 
tion 164(d) applies only to real-prop- 


of taxes under Paragraph 


erty tax for any real-property tax year 
during which the real property is sold. 
The special rules under Paragraph (2) 
deal with the tax which is treated under 
Paragraph (1) as having been imposed 
on the taxpayer.? Since both the general 
and special rules are silent regarding 
the treatment given to property tax as 
attributable to other than the property- 
tax year of sale, the conclusion must be 
that the treatment of such property tax 


1The term “real property tax year” is not de- 
fined in the statute. Nowhere in the committee 
reports is there contained any reference as to 
what is meant by the “real property tax year” 
in terms of the levying statutes of the local au- 
thorities. For California taxpayers such “real 
property tax year” has always been understood 
to coincide with their state’s fiscal year com- 
mencing July 1. (Article XX, Section 5 of State 
Constitution.) Upon adoption of budget by the 
county board of supervisors, the rate of county 
and district taxes is determined for the current 
fiscal year. The form of bills sent out by the 
various taxing districts indicates that such pay- 
ment of the tax relates to the fiscal year begin- 
ning July 1 in which the tax is levied and ending 
June °" of the succeeding year. However, Sec- 
tion 118 ot ie California Revenue and Taxation 
Code also gives the definition of the so-called 
“assessment year” which begins with one lien 
date and ends immediately prior to the succeed- 
ing lien date. Now, if the “real property tax 
year” as the term is used in the Federal statute 
should eventually be held to coincide with the 
assessment year, the difficult problems raised in 
this article would not arise in practice at all. But 
to identify the statutory term “real property tax 
year” with the assessment year of the California 
Code would be incompatible not only with Cali- 
fornia usages, but also with such decisions as 
California Sanitary Co., Ltd., 32 BTA 122; Crown 
Zellerback Corp. et al., 43 BTA 541, dismissed 
(CCA-9; 1942) 30 AFTR 1630; Estate of Stella 
H. Lick, Deceased, Paragraph 41,025 P-H Memo 
BTA; and Frank A. Miller, Paragraph 41,137 
P-H Memo BTA. The unanimous holding of all 
these cases has been that for federal income-tax 
purposes, the property tax for the property-tax 
year became a lien on the property on the first 
Monday in March preceding such property tax 
year and was therefore accruable on that date. 
Throughout this article, therefore, the “real 
property tax year” for California is presumed to 
be the state fiscal year beginning July 1. 

2 Senate Committee Report, 83d Cong., 2d Sess., 
S. Rep. No. 1622 (1954), p. 305. It is realized 
that this reference has to do with the prescrip- 
tion of the 1939 law for treatment of property- 
tax deductions for accrual-basis taxpayers even 
under the 1954 Code if they do not elect to accrue 
property tax on a pro-rata basis as provided for 
under Section 461(c). By analogy, however, this 
writer thinks that it is correct to presume that 
in the case Section 164(d) does not apply, Sup- 


June 1956 


is governed by the Supplee decision. 
Nowhere in the statute is there even 
the faintest suggestion that such tax 
might be subject to the provisions of 
Section 164 (d) . In fact, there is explicit 
language in the Senate Committee Re- 
port that the law existing prior to the 
enactment of the 1954 Code would 
govern the treatment of the deduction 
of taxes under similar circumstances, al- 
though it is extremely doubtful that it 
was directed consciously at situations 
such as those confronting our hypo- 
thetical seller and purchaser in Los 
Angeles County. 

If this writer’s contentions in this 
respect should prove to be correct, our 
would 
capitalize the 1955-56 property tax which 


California purchaser have to 


was a lien against the property he 
bought on June 1, 1955 and which he 
would or might pay subsequent to June 
1, 1955. This would 


whether he be a cash-basis or accrual- 


result obtain 


basis taxpayer.> In our hypothetical case 
of the 13 months’ property tax relating 
to the period of ownership of the prop- 
erty by the purchaser from June 1, 1955 
to June 30, 1956, which undoubtedly 
is not only theoretically and equitably, 
but also actually and financially, at- 
tributed to him, but for the tyranny of 


plee governs. 
*Portions of Section 164(d) pertinent to our dis- 
cussion here are quoted below: 

“(d) 


(1) General Rule.—For purposes of subsection 
(a) [regarding allowance of deduction for tax- 
es], if real property is sold during any real prop- 
erty tax year, then— 

(A) so much of the real property tax as is 
properly allocable to that part of such year... . 

(B) so much of such tax as is properly alloc- 
able to that part of such year . ° 

(2) Special Rules— 

(A) In the case of any sale of real property, 
if— 

a 

(ii) the other party to the sale is (under the 
law imposing the real property tax) liable for the 
real property tax for the real property tax year, 
. .. the taxpayer shall be treated as having paid, 
on the date of the sale, so much of such tax as, 
under paragraph (1) of this subsection, is treat- 
ed as imposed on the taxpayer.... 

(D) In the case of any sale of real property 

. then, for purposes of subsection (a), that 
portion of such tax which— 

(i) is treated, under paragraph (1) of this 
subsection, as imposed on the taxpayer, and 

(ii)... . shall be treated as having accrued 
on the date of the sale.” (Emphasis supplied.) 
Both the general and special rules refer unmis- 
takably to the treatment of property tax for the 
property-tax year of sale only. 

* The following is quoted from Senate Committee 
Report, 83d Cong., 2d Sess., S. Rep. No. 166 
(154), p. 197: 

“By reason of the change made in section 
461(c) by your committee, which makes ratable 
accrual of real property taxes an elective rule, 
there has been added a special rule in subsection 
(d) (3) for sales of real property involving tax- 
payers on an accrual basis who have not elected 
to accrue real property taxes ratably. In the case 
of the sale of real property involving such tazx- 
payers the apportionment rule provided by sub- 
section (d) will not be available. In those cases 
the rule of existing law on treatment of the de- 
duction of taxes will be applied. Thus if an ac- 
crual basis taxpayer has before the sale accrued 
the taxes on the lien date, the other party to the 
sale who may in fact pay the taxea may add the 
taxes so paid to his basis ... .’’ (Emphasis sup- 
plied.) 

It might be argued that the quoted portion of 


[Nelson H. C. Low, Ph.D., CPA, is a 
member of the tax staff of Finkel and 
Finkel, Los Angeles accounting firm. 
The opinion expressed in the above 
article is entirely his own.] 


Magruder v. Supplee, the corrective pro- 
visions of Section 164(d) could award 
him only 1/13: he would be able to 
deduct for federal income-tax purposes 
only 1/13 of the 13 months’ tax he 
was charged with and required to pay in 
the purchase transaction. The remain- 
ing 12/13 of the tax, in spite of Section 
164 (d), he appears to have no choice 
but to capitalize. Since in California the 
annual property-tax lien date precedes 
the related property-tax year by approxi- 
mately 4 months, the Supplee rule seems 
capable of nullifying the effectiveness 
of Section 164(d) with respect to all sales 


of realty transacted during those 4 
months. 
Admittedly, such an outcome, for 


California taxpayers as well as for tax- 
payers of other 


similar 


many states having 
property tax is highly 


anomalous, especially in view of the 


laws, 


spirit with which the statute was framed 
and the avowed Congressional intent 
to sidetrack Supplee by its enactment for 


the Senate Report fits our situation on four 
squares and therefore, there need not be any 
argument as to whether or not the purchaser can 
deduct the 1955-56 tax which was a lien against 
the purchased property as of March 7, 1955. The 
answer would be: No, he cannot. But beware of 
the fact that the Senate in this connection was 
concerned only with accrual-basis sellers who had 
not elected the provisions of Section 461(c) and 
with the treatment of property tax of the prop- 
erty-tax year in which sale occurred. Had the 
Senate been concerned with our hypothetical 
California situation, it would have been aware 
of the fact that whether or not the seller or the 
purchaser or both were on the accrual basis of 
accounting who had not elected Section 461(c) 
would not have changed the result an iota. As 
long as Section 164(d) does not apply, the Sup- 
plee doctrine requires the capitalization by the 
purchaser of the property tax which is a lien 
against the property on the sale date, whether 
or not the seller or the purchaser is on the ac- 
crual basis or the cash basis, or both. It is thus 
concluded that in making the above quoted state- 
ments, the Senate was not dealing with the sit- 
uations confronting us in this article. (The 
above-quoted portion of the Senate Report was 
subsequently amended in conference to allow the 
allocable tax to be treated as having accrued on 
the date of sale for the accrual-basis party to the 
transaction who under his method of accounting 
could not otherwise deduct such tax for any tax- 
able year. (Conference Committee Report, 83d 
Cong., 2d Sess., H. Rep. No. 2543 (1954), p. 28.) 
5 The same result would obtain for the cash-basis 
or accrual-basis purchaser regardless of the sell- 
er’s basis. e will not explore the possibility for 
an accrual-basis purchaser to elect to accrue 
property-tax deduction ratably over the property- 
tax year and be allowed such ratable deduction 
without regard to whether the seller is entitled to 
or has already made the deduction for such taxes. 
Some possibility in this connection exists by vir- 
tue of the language of Section 164(b) (7) and 
Section 461(¢), but the Treasury’s abhorrence of 
double deduction is likely to render slight possi- 
bility into complete impossibility. The seller’s 
accounting basis for tax purposes affects only his 
time for reporting the additional gain and the 
additional tax deduction attributable to the tax 
lien. 

®Of course, Section 164(d) remains effective 
with respect to any property tax allocable to 
those 4 months. 
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all sales of realty subsequent to 1953. 
But the writer is compelled to accept 
such an abnormal result by the language 
of the statute as it now stands and by 


the absence of any reference to the con- 


trary in the Committee reports. Perhaps 
the 
lreasury may attempt, by administrative 


in the forthcoming Regulations 
interpretation to remove the remaining 
inequities of the prior law, perhaps by 
identifying the “real-property tax year” 
with the “assessment year’ referred to 
above (at Footnote 1). However, in view 
diff- 
culties that can be anticipated from such 


of the well-nigh insurmountable 


an administrative interpretation con- 
trary to the existing state of announced 
judicial additional 


opinion, enabling 


legislation in this connection appears 


unavoidable. 


1955 Accounting Trends 
shows changes in accounting 
for taxes 


THE AMERICAN INsTITUTE of Accountants 
recently put out its 1955 edition of 
Accounting Trends & Techniques, the 


annual cumulative survey of the account- 


ing aspects of the published reports of 


over 600 corporations. Among the 
nuggets: 

In 1954, 582 of the 600 survey com- 
panies disclosed in their balance-sheets 


a liability for income taxes. Of these, 


361 used such terms as “estimated,” 


“provision,” “reserve,” and “accrued” in 


describing such liability. The remaining 


222 companiees merely set forth the type 
of liability without any further descrip- 
tion. There has been a material increase 
222 in 1954, compared with 173 in 
1950) in the number of companies fol- 
lowing this procedure. 

[he ownership of U. S. government 


1954 re- 


substantial 


securities was disclosed in the 


port of 372 companies. A 
number of these (172 in 1954 and 179 in 
1953) presented either all or some por- 


tion of such securities in their balance- 
sheets as a deduction from the liability 


for federal income taxes. 


Income-tax adjustments 


vision of 


ie Institute’s Restatement and Re- 


iccounting Research Bulletins 
recommended that adjustments of pro- 


visions for income taxes “should be in- 


cluded in the income statement unless 


they are so material as to have a dis- 


torting effect on net income; in such 


event they may be charged or credited 


to surplus with indication as to the 
period to which they relate.” In this 
year’s survey, 183 of the 600 companies 


presented a total of 245 such income- 


tax adjustment items. Of these 245 
items, 179 were set forth in the in- 
come statement; 32 were disclosed 


the letter to 
the stockholders; and the remaining 34 


either in footnotes or in 
weré shown in the statement of retained 
earnings. 

The income account was utilized for 
211 income-tax adjustments by 160 com- 
panies; the retained-earnings account for 
33 items by 29 companies; and unclassi- 
fied surplus for one item by one com- 
pany. A combination of such accounts 
was frequently employed. 


Making taxes clear in 
company’s annual report 


WE RECEIVED the annual report of Scher- 
ing Corporation last month (Haskins & 
this 


Sells, auditors) and found therein 
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very clear and interesting comment on 
the company’s tax position: 

“Federal amounted to 
$10.8 million or $6.14 per share. The 
relationship of this charge to total in- 


income taxes 


come before taxes is somewhat higher 
than normal because the Company has 
continued the practice adopted in 1954 
of charging income with provisions for 
certain estimated expenses which are 
deductible 


not Federal 


income tax purposes. Income has also 


currently for 
been reduced by provisions for increased 
depreciation and payment in full of the 
balance of the past service liability to 
the Schering Corporation Retirement 
Plan which are not considered current 
year expenses for tax purposes. The 
amounts provided are such that when 
in future periods these expenses ma- 
terialize or become tax deductible they 
affect income 
after taxes. The retroactive repeal of 


probably will not net 
the provision of the Internal Revenue 
Code of 1954 relating to the accrual of 
estimated expenses required the pay- 


ment of $245,000 of additional taxes.” 


You can’t get stepped-up basis by putting 


asset to new use; Parsons loophole closed 


and a lot of in- 
the 


I TOOK A LONG 
flation to 


the question of how to compute de- 


TIME 


bring before courts 
preciation on a residence converted to 
rental property at a time when its fair 
value is in excess of its cost. A District 
Court said ‘“‘use the value at date of con- 
version”; the Third Circuit has just 
reversed. 

Parsons (reported in 2 JTAX 237) 
purchased a residence in 1940 and con- 
verted it to income-producing property 
in 1949, at which time the fair market 
value of the house had almost doubled. 
He claimed depreciation on the 1949 
value of the house. The Commissioner 
allowed only depreciation computed on 
the 1940 cost. Taxpayer sued for refund. 
The District Court for New Jersey held 
(126 F. 


for computing depreciation is the fair 


Supp. 552), “The proper basis 


market value of the depreciable property 
on the conversion date because original 
cost to the plaintiffs of the property did 
not reasonably reflect the ‘value’ of that 
property on the date of its conversion 
to an income producer.” 

Before the Appeals Court decision 


came down, Joseph E. Lane, Jr., in the 


Alabama Law Review analyzed the hold- 
ing and pointed out that the cases cited 
by the district court were distinguish- 
able. In his words: 

Numerous cases support the proposi- 
tion that the tax cost, or basis, for com- 
puting depreciation of a residence con- 
property 
is fair market value at the time of such 


verted to income-producing 
conversion, where such market value is 
less than original cost. This concept ap- 
pears to have originated in Heiner v. 
Tindle, 276 U.S. 582 (1928), but as the 
court properly points out [in Parsons]: 

. . there the court was concerned only 
with the proper basis for computing the 
loss resulting from a sale of a residential 
property which had been converted into 
a profit-making business operation.” We 
have a different situation here. 

The court in reaching its decision re- 
lied on three cases: Mary Louise Bok, 
46 BTA 678 (1942), aff'd sub nom Hel- 
v. Bok, 132 F.2d 365 (3rd Cir. 


vering 


1942); Ralph Perkins, 41 BTA 1225 
(1940), aff'd, 125 F. 2d 150 (6th Cir. 
1942); Charles J. Thatcher, 24 BTA 


1130 (1931). In none of these cases does 
it appear that when the conversion to 
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business use occurred the fair market 
value was greater than cost, and in 
Ralph Perkins the value at the time of 
conversion is stated to be less than cost. 
As each of these three cases cites Heiner 
v. Tindle in justification of its holding, 
it is doubtful that they are authority for 
the proposition that fair market value 
at the time of conversion is the proper 
basis for depreciation, when such fair 
market value is greater than cost. 

In Alfred M. Hickman, citing Mary 
Louise Bok, the Tax Court said: “The 
fair market value of the depreciable 
asset represented by the house at date 
of its conversion to business use, if not 
in excess of cost, is the proper basis for 
depreciation.” (Emphasis supplied.) 
While Alfred M. Hickman also involved 
property whose value was less than cost 
at the date of conversion to business use, 
the court in that case clearly recog- 
nized that the basis for depreciation 
should be fair market value of the prop- 
erty at the time of conversion only so 
long as the fair market value at the con- 
version date was less than cost. This 
case appears to be the first reported de- 
cision to attempt to extend this doctrine. 

The court in Parsons based its deci- 
sion on its understanding of the word 
“cost”, as used in the 1939 Code, Sec- 
tion 113(a), as meaning value at the 
conversion date. Is the cost of the house 
after its conversion to rental property 
different from its cost prior to that 
time? The Parsons case says the cost is 
different. Since the same taxpayer owned 
the house both before and after the con- 
version, such a conclusion is dubious. 

Should the decision in Parsons be gen- 
erally adopted, it could become the basis 
of an important tax-saving device. A 
taxpayer whose residence has a _ cur- 
rent value materially in excess of its 
original cost, and who wishes to dispose 
of the residence, would first rent it for a 
number of years, taking depreciation 
based on its value when it was canverted 
to rental property; then when its 
original cost had been recovered through 
depreciation, it would be sold. The en- 
tire sale price would be treated as a 


long-term capital gain. 


Third Circuit reverses 

This loophole, or potential loophole, 
did not last long. As Mr. Lane had fore- 
seen, the lower court decision was re- 
versed. The Appeals court said: 

The taxpayer’s position is demon- 
strably unsound. He is treating the 
rental enterprise, to which he has newly 
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committed his property, as if it were a 
taxpayer. It will hardly be disputed that 
“cost to the taxpayer” as represented by 
“the taxpayer’s outlay is the measure of 
his recoupment through depreciation 
accruals.” ... But the rental business is 
not the taxpayer . . . The cost with 
which we are concerned is a concomitant 
of acquisition by a taxpayer. And a tax- 
payer cannot acquire what he already 
owns by devoting it to a new use. Con- 
sistent with this view, neither the tax- 
payer’s research nor our own has re- 
vealed the one here on appeal allowing 
depreciation in excess of the taxpayer's 
actual outlay. ; 

The taxpayer seeks to avoid this result 
by urging his view of the logic of certain 
depreciation cases in which the value 
of former residential property at the 
time of conversion to rental use has 
long been less than the  taxpayer’s 
original cost. It is true that in this situa- 
tion the taxpayer cannot use a_ basis 
greater than market value on conversion 
for his projection and computation of 
depreciation But there is a dis- 
tinct reason for this. The depreciation 
conception is a conception of loss. The 
income tax laws take the depreciation of 
business property into account to the 


extent claimed and established as a loss 
sustained from year to year. Thus, total 
allowance for depreciation over the years 
cannot exceed the total loss which can 
be shown as a possibility over the entire 
period for which depreciation may be 
claimed . . . In the present case we are 
concerned with property which as a mat- 
ter of law was not depreciable for tax 
purposes so long as the taxpayer used it 
for a residence. However, the taxpayer's 
cost, his capital investment in the struc- 
ture, remains under Section 113(a) a 
limitation upon the total depreciation 
which may be allowable after conversion 
to business use. At the same time, be- 
cause the value at the time of conversion 
represents the maximum loss that can 
be suffered during the entire period of 
allowable depreciation, that value also 
is a limitation. 

If property has decreased in value 
between purchase and conversion this 
second limitation is the smaller amount 
and, therefore, is controlling. In the 
unusual situation of the present case 
where market value has increased be- 
tween purchase and conversion without 
additional capital investment, the 
smaller capital outlay is the effective 
limitation. ‘ 


6 unting decisions his month 


CAPITAL GAINS & LOSSES 


Ordinary income on breeder’s sale of 
yearling horses. A breeder of horses an- 
nually put up for auction sale all his 
yearling horses too immature for breed- 
ing. He arranged for a “reserve bid’ or 
for someone to bid on horses he in- 
tended to retain. The court finds that 
the yearling horses sold were property 
held primarily for sale in his trade or 
business. An increase by the Commis- 
sioner in the useful life of the breeding 
horses from 12 to 16 years is held un- 
warranted. Nowland, TCM 1956-72. 


Employee subdividing homestead finds 
himself in real-estate business. Tax- 
payer, a cashier in a meat market, 
acquired 11.55 acres of property under a 
patent granted by the Territory of 
Hawaii. He erected a house and rented 
out portions of his land as vegetable 
farms. When the character of the 
neighborhood changed, he engaged a 
licensed real-estate broker to subdivide 


the property and make improvements. 





Sales of the subdivided lots are held to 
result in ordinary income. Achong, TCM 
1956-733. 


Ordinary income on sale of used water 
coolers previously leased. 
leased and sold electric water, beer, and 


laxpayer 


frosted-food coolers. It sold both new 
and used coolers from inventory, and 
sold some leased coolers to lessees. It 
conceded that its sale from inventory 
resulted in ordinary income, but con- 
tended that the coolers which were 
leased and then sold had been “used in 
the business,” not “held for sale,’ so 
that they were capital assets. The court 
disagrees, finding that the taxpayer is 
in the business of both leasing and sell- 
ing coolers, whichever was more ad- 
vantageous, and no distinction could be 
made between the coolers sold from in- 
ventory and the ones sold while out on 
lease. The fact that rental income pre- 
dominated did not alter the result, be- 
cause there was no evidence that such 
a situation was anything but a normal 
characteristic of a rent-or-sell business in 
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the particular industry. SEC Corpora- 
tion, DC NY, 3/8/56. 


Transfer of some rights in copyright for 
indeterminate sum is license, not sale; 
ordinary income resulted. Taxpayer was 

secretary of George Santayana, who, 
1942, 
his entire interest in his autobiography 
1942, 


entered into an agreement with Charles 


prior to had given the taxpayer 


Persons and Places. In taxpayer 
Scribner’s Sons granting them the ex- 
clusive right to publish the book in the 
United States and Canada, but retain- 
ing the serial, motion picture, dramatic, 
ind foreign rights. Payment to the tax- 
payer, which he contended was long- 
term capital gain, was a percentage of 

retail price of the copies sold. The 
court holds the payments to be ordinary 

yme, saying: “We do not now decide 
but a 


. transfer by a citizen of 


of the bundle (of rights) for a 


1ite sum, or a transfer of the whole 
in indeterminate sum, is a sale for 


117. We do hold 
when, as here, the transfer is both 


Section 


»0OSCS ol 


transfer of a part of the cluste1 


rights and (2) for an amount wholly 


ndeterminable at the time of the trans- 


no such sale occurs.” Cory, CA-2, 


1/56 
Capital gain on patents sold though 
production measured price. In 1946, tax- 

r assigned all his 


rights in two 


pending patent applications in consid- 
on for payments, apparently meas- 
by sales of the items manufactured 
suant to the patent applications, 
( d “royalties” in the agreement. The 
had held for 


six months, and taxpayer was not a 


plications been more 
professional inventor at the time of their 
Che court holds that the transaction 


resulted in the sale of a capital asset 


held for more than six months, and the 
ceeds were taxable as long-term 
r ital gain. Waterson, DC Texas, 12 


Exchange of oil payment for ranch is 
[Non- 
iescence| The Code provides that 


taxable, but as capital gain. 
the exchange of property held for pro- 


ductive use or investment solely for 


property of a like kind is not taxable. 
l'axpayer exchanged his right to limited 
overriding royalties of oil payment in- 
terests for the fee simple title to real 
estate. The court said the nature of the 
rights given up (overriding royalties) was 
not “like” the nature of the rights ac- 


quired (fee simple title) because the 
limited mineral interest expired when a 
fixed sum How- 
treat- 
ing the gain as ordinary income, subject 
to depletion. It has been held (Hawn, 


was realized from it. 


ever, the Commissioner erred in 


23 TC 516) that an oil payment is a 
capital asset. [Hawn has just been re- 
versed by CA-5; see page 347. Ed.] Flem- 
ing, 24 TC No. 93, non-acq. IRB 1956- 
15. 


Taxpayer was joint venturer, not em- 
ployee; termination payment capital, not 
salary. ‘Taxpayer agreed to operate a 


theatre for 25% of the profits and to 
( | 


share in 25% of any losses. Later the 
agreement was modified to give taxpayer 
an additional $35 a week to cover out- 
of-pocket expenses and also a share in 
the profits of other theatres which he 
did not manage. In 1948 the agreement 
received 


terminated and 


$25,000. 


was taxpayer 
The court holds the payment 
was received as consideration for the sale 
of taxpayer's interest in a joint venture 
and was taxable as capital gain; it was 
not to be treated, as the Commissioner 
had argued, as consideration for the can- 
cellation of 


TCM 


an employment contract. 
Switow, 1956-63. 
Income from invention treated as sales 


price. Taxpayer granted an exclusive 
license to make, use, and sell his inven- 
tion, together with the right in the 


licensee to grant sublicenses, but re- 
served the right to terminate the con- 
tract upon failure of the licensee to 
make the agreed payments. The reserva- 
tion is held to be a provision governing 
a contingency that might arise after the 
sale, which does not render the contract 
a mere licensing agreement. Amounts re- 
ceived by taxpayer were taxable as capi- 
tal gains on sale of the invention. 


Hudson, TCM 1956-60. 


Distributees have ordinary income on 
their sale of corporate liquidating divi- 
dend. had 
FHA-insured apartment buildings as a 


Taxpayers, who received 
distribution from their corporation (see 
page 336), carried on an aggressive and 
active campaign to sell the property by 
advertising in leading newspapers and 
by hiring a real-estate broker who was 
supplied an office, telephone, and office 
help. The court concluded the apart- 
ments were held primarily for the sale to 
customers in the ordinary course of busi- 
ness, and the gain realized was ordinary 
income. Pool, TCM 1956-64. 
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Capital gain on sale of rental units. 
Taxpayer constructed some houses for 
sale and some for rental. In 1942, 1943, 
and 1944, it built 1,098 rental units. In 
1946, after the removal of price controls 
on the sale of houses, it decided to liqui- 
date its rental mvestments. All of its 
rental property 
1947-50, 
rental 


was sold in the years 


and taxpayer wound up the 


part of its business. Sales were 
made by taxpayer’s own organization to 
The Tax 


Court held that once the decision was 


save brokers’ commissions. 


made to sell the rental property, the 
houses were held for This 


reverses. If all the units were 


sale. court 
sold to 
one buyer, the gain would be capital. 
Though still 
liquidation. One 
dissent: he would uphold the Tax Court 


selling piecemeal, it is 


merely engaged in 
theory. The court finds ordinary income 
on sales of undeveloped land; the prop- 
erty was held for sale in the ordinary 
course of business. 


CA-3, 3/30/56. 


Curtis Company, 


Jury finds subdivider had ordinary in- 
come on sale of lots. Taxpayer bought 
239 acres, plotted it as a subdivision and 
sold some lots. Few facts are given but 
the jury found the income was ordin- 
ary. Huidsten, DC N. Dak., 2/11/56. 


Payment for patent was capital; had re- 
ported as income for 13 years. Tax- 
payer's father had in 1938 entered into 
an agreement “licensing” a manufac- 
turer to use his patent throughout the 
world. Payment was based on produc- 
tion. He reported the royalty as ordin- 
ary income. Taxpayer inheriting the 
patent sued for refund of 1951 tax on 
the ground the agreement was a sale and 
proceeds are capital. The court holds 
the intent was to make a sale and refers 
to Congressional intent to aid inventors. 


Roe, DC Tex., 1/14/56. 


CA-5 finds ordinary income in 19-month 
transfer of oil payment. Taxpayer as- 
signed a $1 million oil payment which 
he owned to a contractor who agreed to 
build a house for him. The oil payment 
was to revert to the taxpayer after the 
contractor received a maximum of $120,- 
000. It paid out in 19 months. Taxpayer 
contended that the assignment resulted 
in a sale of a capital asset and the Tax 
Court agreed. This court reverses and 
holds that the transaction was an assign- 
ment of anticipated income which re- 
mained taxable to the taxpayer. The in- 
terest transferred, though an interest in 
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real property, was not substantial 
enough in either amount or duration to 
warrant the conclusion that there was a 
sale. The court distinguishes its decision 
in Caldwell, 218 F.2d 567, allowing capi- 
tal gain on an oil payment assignment, 
on the ground that there the payout 
would take nine to thirteen years. The 
effect of this agreement was the same as 
if the taxpayer had borrowed the neces- 
sary funds and used the oil payment as 
collateral for the loan, paying off the 
loan as the oil payments were received. 
Hawn, CA-5, 3/27/56. 


Capital gain on sale of oil payments. 
Taxpayer, an estate, sold an oil royalty 
in order to pay estate taxes. The sale 
provided that the purchaser was to re- 
ceive the royalty payments until $10 
million plus interest had been received, 
after which the royalties reverted to the 
estate. The interest paid out in three 
years. Taxpayer claimed that the pro- 
ceeds of the sale were long-term capital 
gain and the court agrees. The parties 
intended a sale, the royalty interests 
were Capital assets, and the amount to 
which the purchaser was entitled repre- 
sented a substantial part of the seller’s 
interest. [Cf. Hawn, above. Editor.] 
O’Connor Estate, DC Tex., 3/27/56. 


Floor trader has capital losses in com- 
modities futures. Taxpayer, a partner in 
a brokerage firm, was a member of the 
Chicago Board of Trade and as such 
bought and sold commodity futures for 
his own account. He was present on the 
floor carrying on his own trade prac- 
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tically every business day. In 1943, he 
averaged 41 transactions a day. He sus- 
tained about $136,000 net loss in that 
year. The district court held that the 
futures were property held for sale to 
customers and the loss was ordinary. 
This court reverses. Taxpayer was a 
trader; he held the contracts for price 
fluctuations, buying and _ selling  fol- 
lowed; he did not hold for sale. The 
Corn Products case (350 U.S. 46) treated 
commodity futures as non-capital assets 
but the taxpayer there was a manufac- 
turer and was engaged in hedging. 
Faroll Estate, CA-7, 3/15/56. 


Settlement on government contract did 
not include tax thereon. [Certiorari 
denied.| Taxpayer, a general contractor, 
received some $1,600,000 in settlement 
of a dispute about reimbursable costs 
arising out of contract changes and 
speed-up in an airplane plant contract. 
He argued that the proceeds were not 
taxable since settlement of taxes were 
part of the over-all settlement of the 
contract dispute. The court disagreed. 
It observed that representatives of the 
Justice Dept. with whom taxpayer had 
been dealing had no authority to settle 
the tax liability and the terms of the 
settlement did not do so. The court 
similarly rejected taxpayer’s argument 
that if taxable, the proceeds were tax- 
able as capital gain in exchange for 
the claim. The nature of the settlement 
depends on the nature of the claim 
which was for services and is ordinary 
income. Sanders, CA-10, 8/17/55, cert. 
den. 2/27/56. 


DEPRECIATION & DEPLETION 


Sale of equipment called off; forfeited 
payments by “purchaser” reduce basis. 
Taxpayer purchased a power coal shovel 


at a total cost of $97,200. The shovel was 
delivered to another company under an 
arrangement whereby the latter would 
pay taxpayer $3,300 a month until the 


total cost of $97,200 plus 4% interest 
had been paid, at which time title would 
pass. After making payments totalling 
$38,500, the company returned the 
shovel. The court held taxpayer's in- 
vestment was reduced by the payments 
received, and allowed a basis for de- 
preciation of only $58,700. Taxpayer 
used a 3-year life in computing deprecia- 
tion on mining equipment because of 
extra-heavy use. The Commissioner 
changed this to 7, 10, and 11 years, and 
since taxpayer failed to show that the 


extra usage shortened the life of the 
equipment beyond that determined by 
the Commissioner, the court sustains the 
Commissioner. Kohinoor Coal Co., TCM 
1956-79. 


Clay percentage depletion computed 
after baking. The court finds that the 
ordinary treatment processes to bring 
clay to its first merchantable state in- 
clude all the steps through forming it 
into bricks and baking in the kiln. Per- 
centage depletion is therefore computed 
on the value at that point. Ferris Brick 
Co., DC Texas, 1/2/56. 


Lessee buys fee; cost allocable to build- 
ing amortizable over its life, not old 
lease. In 1945 taxpayer bought for about 
$2 million the land and building which 


it then held under a lease having 21 
years to run. The Tax Court found the 
value of the land was $660,000; it found 
the balance was neither expense nor 
amortizable. The Tax Court disallowed 
amortization because the taxpayer had 
itself constructed the building and de- 
ducted the entire cost over an earlier 
lease. The Second Circuit allowed 
amortization over the remaining useful 
life of the building. The Supreme Court 
affirms. The payment is not deductible 
as the expense of freedom from a bur- 
densome lease. Millinery Center Build- 
ing Corp., Sp. Ct. 3/26/56. 


Refund of co-op charge for capital fund 
is income. [Certiorari denied] Taxpayer, 
reporting on the cash basis, was a mem- 
ber of an apple growers co-operative 
marketing association and, as such had 
paid in five cents a box assessed — to 
build up a revolving capital fund. The 
payments were made from 1930 to 
1937. In 1951, the co-op refunded some 
of the assessment. The conclusion is 
stated that the reimbursement represents 
taxable income. Moe, cert. den. 4/4/56. 


Strip miner held to have economic in- 
terest despite land owner's right to 
cancel. Taxpayer, a strip miner of coal, 
sold land to the National Steel Corpo- 
ration at cost, under an agreement that 
taxpayer would continue mining opera- 
sions for $1.10 per ton produced. The 
Tax Court held that taxpayer was paid 
merely for service and that it had no 
rights in the coal itself. This court, in 
reversing the Tax Court, holds that tax- 
payer’s understanding with National 
was that it had the exclusive right to 
mine all the coal in the land, as shown 
by its investment of $500,000 in equip- 
ment. Its profits were dependent solely 
upon extraction and delivery of the 
coal. Therefore, although National had 
the right to limit the amount of coal to 
be mined and to terminate the agree- 
ment on 90 days’ notice, taxpayer had 
an economic interest in the coal and a 
right to depletion. Weirton Ice & Coal 
Co., CA-4, 3/19/56. 


Depletion allowed on coal extracted 
from refuse banks. Taxpayer was the 
owner of a coal mine in Pennsylvania 


which it and its predecessors in interest 
had worked since 1870. In recent years, 
it started to extract coal from the mine 
refuse which had accumulated over all 
those years. The court holds that tax- 
payer, owning the mine, had an eco- 
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interest in both the coal in the 
ground and in the “coal, culm, and re- 


nomic 


fuse banks.” It was, therefore, entitled 


to depletion on the coal it extracted 
from the accumulated refuse banks. 
Turkey Run Fuels, Inc., DC Pa., 3/7/56. 


NEW DECISIONS INVOLVING ACCOUNTING METHODS 


Nursery inventoried crops; this was error 
it can change. Taxpayer, incorporated in 
1947 to grow and sell rose bushes, filed its 
returns for fiscal years ended in 1948, 
1949, and 1950 deferring the cost of 
growing crops. In 1951 it filed amended 
returns charging off costs as they were 
incurred, claiming that the prior method 
was inventorying growing crops, a prac- 
tice forbidden by regulation. The Gov- 
ernment claimed this was merely the 
these 
years the result would be the same. Not- 


legitimate crop-cost method. In 
ing that taxpayer stated on the return 
at the 


cost of market, the court finds that tax- 


that inventories were lower of 
payer did use inventories and since that 
was wrong it can file amended returns. 
imling-DeVor Nurseries, DC Calif., 
2/28/56. 

Can’t amortize, as discount, excess of 
bonds over basis of property recewed 
tax-free. In a nontaxable reorganization, 
taxpayer issued to a gas company bonds 
having a face value of about $10 million 
in exchange for properties that had an 
adjusted basis of about $7 million. Tax- 
payer contended that as it is required in 
a nontaxable exchange to use as its basis 
the adjusted basis in the hands of the 
transferor, it is entitled to amortize the 
difference between its total liability on 
the bonds and the adjusted basis of the 
property it received as bond discount. 
Che court holds that failure to establish 
the fair market value of the property at 
the time of the transfer precludes the 
right to the deduction. As to taxpayer's 
contention that this decision would re- 
sult in the holder of the bonds paying 


tax on $3,545,355.56 when it realizes 


the face amount of the bonds while the 
taxpayer could never recover more than 
the basis of the property through depre- 
ciation or a subsequent sale, the court 
states: “It is well settled that a taxpayer 
is free to adopt such organization for 
his affairs as he may choose but having 
done so, he must accept the tax conse- 
quence of his choice; this is so whether 
he contemplates such consequence or 
not.”” Furthermore, the court points out 
that the history of the Treasury regula- 
bond discount 


tions permitting the 


amortization indicates that it is ap- 


plicable to bonds issued for cash, not 


to bonds issued for property. Moreover, 
the Regulations would not apply here; 
this was not an arm’s-length transaction; 
the same parent owned both corpora- 
tions. Montana Power Co.,CA-3, 3/28/56. 
Can’t switch to completed contract 
after reporting on accrual basis. 
payers were members of a joint venture 


Tax- 


constructing a Japanese relocation cen- 
ter under government The 
partnership return for 1942 reported in- 


contract. 


come on an accrual basis. Amended re- 
1942 and 1943 were filed in 


1947 showing no income for 1942 and 


turns for 


reporting all the income from the con- 
tract in 1943, the year in which it was 
completed. 
1942 
because the joint venture accounted for 


Taxpayers argued that the 
accrual-basis return was wrong 
its income on the completed-contract 
method, and they then had the mistaken 
belief the contract was completed in 
1942. The court holds that the accrual 
method was intentionally adopted and 
was binding; taxpayers could not have 
had any doubts that the contract was 
not completed in 1942. Daley, DC Calif., 


2/29/56 
/29/56. 


Reserve for future expenses allowed; 
Tax Court reversed on “claim-of-right” 
doctrine. Taxpayer sold gas furnaces for 
$20 or $25 more than competitors be- 
cause he guaranteed to turn them on 
and off each year for five years. Each 
call would cost $2. Taxpayer deducted 
$20 at the time of sale as a reserve for 
this future expense. The Tax Court dis- 
had received the 
price under claim of right and it had 
not yet incurred the expenses. This court 


allowed it; it sales 


reverses; taxpayer’s method reflected its 
income properly. The court says its de- 
cision is in accord with Harrold (4th 
Cir., 192 F. 2d 1002) allowing estimated 
cost of back filling, and Pacific Grape 
Products (9th Cir., 219 F. 2d 862) allow- 
ing estimated cost of labeling and 
shipping goods sold. It refers with ap- 
proval to the criticism in Beacon Pub- 
lishing Co. (10th Cir., 218 F. 2d 697) of 
the claim-of-right doctrine as applied by 
the Tax Court as putting taxpayers prac- 
tically on a cash basis whenever the re- 
ceipt and the related expense fall in dif- 
ferent years. Schuessler, CA-5, 3/14/56. 
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Subcontractor must accrue actual bill- 
ings as income. An accrual-basis sub- 
contractor working on a construction 
job billed the prime contractor as work 
progressed in with their 
mutual understanding. Six weeks after 
work was begun taxpayer’s fiscal year 


accordance 


ended. That year’s return included in 
income monthly billings based on costs 
plus 10% for and 10% for 
profit. The job was completed in the 


overhead 


following fiscal year, during which the 
remainder of the $62,000 contract price 
was billed. On the job as a whole, gross 
profit was not the 20% of $62,000 ($12,- 
400) on which the first billing had been 
made but some $26,000. Taxpayer filed 
an amended return for his first year in- 
creasing the profit for that year on the 
theory that the true profit was earned 
ratably as costs were incurred. Taxpayer 
argued that only this way could it clear- 
ly reflect income. However, the court 
holds that the proper income to be ac- 
crued is the amount of the billing; that 
is all it was entitled to then. Capital 
Engineering Co., Inc., 25 TC No. 151. 


Cost of cattle sold is deductible in year 
of sale. Taxpayer, a cash-basis cattle 
feeder, had followed the practice of de- 
ducting the cost of cattle purchased 
whether or not they were sold in that 
year. The Commissioner required him 
to defer the deduction of this cost until 
the year of sale. The court agrees. Ac- 
ceptance of returns in an 
earlier year did not estop the Commis- 


incorrect 


sioner from challenging the correctness 
of items similarly reported in a later 
year. Shore Estate, TCM 1956-75. 


Cash-basis taxpayer doesn’t realize gain 
on “receipt and option” sale until cash 
is received. A decedent who had been 
reporting on the cash basis sold some 
farm property in 1947 under a “receipt 
and option.” The court treats the trans- 
action as a sale, though some Colorado 
courts regard such documents as mere 
options. The document called for a 
down payment and annual installments 
over succeeding years until the full pur- 
chase price with interest was paid. The 
contractual obligations were held not 
amounts realized in 1947. The Code de- 
fines amount realized on a sale as cash 
plus fair market value of other property. 
However, the “receipt and option” is 
in no sense a note, mortgage, or other 
obligation of the buyer such as would be 
income, even though the taxpayer is on 


a cash basis. It is a mere schedule of 
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payments, in effect an account receiv- 
able. It has no value. Since the payments 
were not in excess of his basis for the 
property sold, he realized no gain on the 
sale in 1947. Hurlburt Estate, 25 TC No. 


152 


Unauthorized change in accounting 
method requires “throwback” adjust- 
ment. Taxpayer had been reporting 
sales on a cash basis under a_ hybrid 
method. In 1949 he changed voluntarily 
to a strict accrual method without the 
consent of the Commissioner. The court 
upholds the Commissioner’s contention 
that taxpayer should have included in 
his 1949 income the amount of $13,800 
which was the opening accounts receiv- 
able. Taxpayer argued that his prior 
method was wrong; he did not change 
his method, he merely began to file 
proper returns, and since each year is 
examined and assessed separately, errors 
in closed years cannot be corrected. The 
Tax Court said that taxpayer’s prior 
method was not necessarily incorrect. 
Consistently applied, it would produce a 
result not greatly different from that 
produced by a strict accrual method. 


Therefore taxpayer should have re 





JUST RELEASED... 


A new long-playing phonograph record 
of Avery Claflin’s 


LAMENT FOR APRIL 15 


And Other Modern American 
Madrigals 


1. Lament for April 15 Avery Claflin 
2. The True Beauty Charles Mills 
3. The Quangle Wangle’s Hat 

Avery Claflin 
4. Like as the Culver Halsey Stevens 
5. ‘‘Madrigal’”’ Daniel Pinkham 
6. How Stands the Glass Around 

Ulysses Kay 
7. Remember Kurt List 
8. Maurice Judith Dvorkin 
9. Folk Song: Elegy Daniel Pinkham 
10. The Interminable Farewell 


Edward Tatnell Canby 
11. Design for the Atomic Age 
Avery Claflin 


12. What’s in a Name? Ulysses Kay 


13. A Hymn to the Virgin 
Carter Harman 


Recorded by THE RANDOLPH SINGERS 
DAVID RANDOLPH, Conductor 
CRI-102 


FARM JOURNAL 
by Douglas Moore 
Plus Two Works 


By Marion Bauer 
CRI-101 


Price per record — $4.98 
excise tax included, plus postage 


COMPOSERS RECORDINGS, INC. 


250 West 57th Street, New York 19, N. Y. 
Circle 6-2496 
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quested consent, and cannot be allowed 
to fare better than if he had, and the 
Commissioner had, as he certainly 
would, required this correction. Good- 
rich, 25 TC No. 143. 


Change in crediting income is a change 
in accounting method. ‘Taxpayer, on the 
accrual basis, sold Philippine copra under 
a standard copra sales contract which 
provided that the purchaser pay 95% 
of the invoiced price before delivery 
based on shipped weight, with a final 
settlement at the time of unloading and 
weighing of the shipment. It had been 
accruing the entire invoice amount of 
such contracts in the year of the con- 
tract. In 1949 taxpayer adopted a new 
system of including in gross income only 
95%, of the invoice amount of its year- 
end contracts under which landed 
weights had not been determined prior 
to December 31st. ‘The new system is 
held to represent a change in accounting 
method which required the Commis- 
sioner’s prior consent; it is not merely 
a technical correction of prior errors. 
Pacific Vegetable Oil Corp., 26 TC No. 
i 


DEDUCTIBILITY 


Rental paid to mother considered ex- 
cesswe. ‘Taxpayer opened one of the 
three retail liquor stores in his commun- 
ity authorized after a wet victory. ‘To 
begin business he leased a store from his 


mother for an annual rental equal to 


c 


5% of total gross retail sales, with a 
minimum guarantee of $200 per month. 
The premises had been previously 
rented for $125 a month. The court dis- 
allowed as excessive annual rental pay- 
ment in excess of $3,600. Taxpayer and 
the other two store operators were ob- 
viously going to make substantial prof'’s. 
Though percentage leases like this were 
not uncommon in the area, the total 
rent produced was far in excess of 
reasonable and, the court believes, would 
not have been paid except to relatives. 
Wender, TCM 1956-81. 

Another licensee in the same town 
leased a store from his father under the 
same terms. Same result. Davis, 26 TC 
No. 4. 


First-year rentals on government mineral 
leases deductible. ‘Taxpayers obtained 
oil and gas leases from the United States 
for the exploration and development of 
oil and gas. In connection with these 


leases, the taxpayers had to pay filing 
fees and first-year lease rents, which the 
Commissioner contended had to be 
capitalized. The court holds that the 
fees and rents are deductible as ordin- 
ary and necessary expenses because they 
were paid for the use of property to 
which the taxpayers were not taking title 
and in which they had no equity. 
Hagood, DC Wyo., 1/9/56. 


Insurance broker can deduct cost of 
errors he absorbed. | Acquiescence| Tax- 
payer absorbed the cost of correcting 
errors when he made mistakes in ad- 
vising customers of the cost of policies. 
This is an ordinary and necessary ex- 
pense. Boyle, Flagg & Seaman, Inc., 25 


r'C No. 8, acq. IRB 1956-15. 


Liquor store owner can’t deduct elec- 
tioneering expenses in local option cam- 
paign. Dues paid by taxpayer, a liquor- 
store owner, to his association in order 
to defray the cost of an election cam- 
paign to persuade voters to vote “wet” 
in a liquor referendum are held not 
deductible as ordinary and _ necessary 
business expenses. One half of taxpayer's 
country club dues was allowed as a 
business expense, the evidence estab- 
lished that neither taxpayer nor his 
family made use of the club’s golf course 


5 


or swimming pool. Davis, 26 TC No. 4. 


Builder can expense or capitalize com- 
mitment fees for constructions funds not 
drawn down. Commitment fees or stand- 
by charges (usually at 1% or less per 
annum) paid by a taxpayer pursuant to 
a bond sale agreement, the proceeds of 
which can be drawn down by the tax- 
payer when needed for construction pur- 
poses, are in the nature of a carrying 
charge and may be deductible as a busi- 
ness expense or capitalized as part of 


construction costs. Rev. Rul. 56-136. 


Delaware realty taxes accrued on lien 
date (old law). [Acquiescence| Delaware 
ad valorem taxes on real estate for 1949 
accrued and became payable on July Ist 
when they became a lien on the prop- 
erty. A taxpayer who acquired the prop- 
erty on May 2nd of that year and paid 
the tax could take the full deduction. 
[Under 1954 Code the deduction for 
taxes on real estate must be apportioned 
between seller and purchaser in year of 
sale. Ed.] Keil Properties, Inc., 24 TC 
No. 123, acq. IRB 1956-15. 


Delaware real property taxes accrue on 














dui 
on 
wh 
tax 
the 
is ¢ 
the 
ma 


sell 


Lo. 
rei 
pa’ 
Ge 
he 
du 
of 
19¢ 
the 


oc¢ 





ot 


ur 
ing 
uSlI 


ol 


lien 


Op 

op 
paid 
ion 

tor 


ned 


rc 


> on 











due date. In Delaware, ad valorem taxes 
on real estate accrue on their due date 
when liens attach to-the property. For 
taxable years under the 1939 Code, only 
the owner of the property at such time 
is entitled to the tax deduction. [Under 
the 1954 Code, when property is sold tax 
may be apportioned between buyer and 
seller. Ed.] Rev. Rul. 56-145. 


Loss deductible when shipper’s partial 
reimbursement is fixed. In 1947 tax- 
from 
Germany to Maryland by the Army and 


payer’s furniture was shipped 
he filed a claim with the Army for loss 
due to alleged theft and damage. Part 
of this claim was allowed in 1948. In 
1949 the taxpayer took a deduction for 
the rest. The Tax Court held the loss 
occurred in 1947 and its extent was de- 
termined in 1948. No deduction was 
allowable for 1949. This court affirms. 
Leet, CA-6, 2/18/56. 


Contributions to unemployment benefit 
plan are deductible. Irrevocable con- 
tributions made by an employer into a 
trust fund, pursuant to an agreement 
with the union which provides for the 
payment of supplemental unemployment 
benefits to the employees, are deductible 
as an ordinary and necessary business 
expense. Rev. Rul. 56-102. 


Payments on insurance company’s cer- 
tificates are “interest.” Amounts paid by 
a mutual insurance company to the 
holders of certificates of indebtedness are 
‘interest paid” on indebtedness and not 
dividends. Under the facts the certificate 
holders and the company are in a 


Rul. 


debtor-creditor relationship. Rei 


56-107. 


Full real-estate taxes accrue in I1-day 
year of dissolution; are loss carryback 
(old law). Social Research Foundation, 
Inc., an exempt foundation, held all the 
outstanding stock of the taxpayer, which 
owned and operated four office build- 
ings. Taxpayer dissolved on 1/11/50, 
transferring all its assets to the founda- 
tion. On its final return for the period 
1/1—1/11/50, it 


taxes which had accrued on 1/1, with 


deducted real-estate 
the result that a loss was sustained for 
the period. This loss was carried back to 
1949 as a net operating loss and a re- 
fund claim was filed. The Commissioner, 
under 1939 Code Section 45, contended 
that to properly reflect income these 
taxes must be allocated between tax- 
payer and the foundation. The court 
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FORM 1040 SET TO MUSIC! 


N’ THAT MOST of your clients are 
recovering from their recent 
painful exposure to Form 1040, per- 
haps they (and you) can approach 
that awesome document with the de- 
tachment that Avery Claflin (a retired 
New York bank president) did—he 
wrote a madrigal setting the language 
of the 
1040 to particularly 
poignant passage is reproduced here. 

Claflin’s “Lament for April 15” 
was sung first at the Berkshire Festival 


at Tanglewood last summer. 


instructions accompanying 


music. One 


The Herald-Tribune said “The 
Lament, a five-part setting of the in- 
come-tax form, complete with 
parentheses, is one of the most hilar- 
ious pieces this reviewer has ever 
heard.” 

Mr. Claflin’s 


been put onto a long-playing record 


“Lament” has now 


by Composers Recording, Inc., along 


with a number of other modern 


American madrigals. It may _ be 
ordered from them (250 West 57th 
St., New York 19, $4.98) or obtained 
from record stores. 

















a chese moltot Pr 
~ _ _ oe on == 
>> oa ae * 1 iL } Be 
—<— a: t —_ 
rs = Z j ea i i J tile = a: 
ae SS | | | nati 
your Owth te 





14 You Shoule be a&- ble t. 


| Crese 
—— 2 ceretememen ones 





















— > > = 
~ Some naa aa 2 t RE + heed 
; Y°% should be a- ble 4, pre pare your Cum - 
‘ -——sS— crese 
“f_ 4 EE. - nial 

















3 you shouldbe «- ble to pred 
i me HS chese 






oo — 


- -_ 











2 You Should be a- ble t, pre- 4 
4 ms 4, Wy 


nena al tinenienhenagteeniaineentamnieeaelil 


crese “ 




















































































































. Mie. 
un-less youhave COM- ——— pli-ca- ted pro-blams, 











$52 


The Journal of Taxation 


finds that taxpayer. was entitled to de- 
duct the taxes in the year in which they 
accrued and the resulting net operation 
operating loss carryback was valid. Sec- 
tion 45 cannot be applied to a valid and 
bona fide transaction, such as this was. 
{Under Section 164 of the 1954 Revenue 
Code, real-estate taxes must be appor- 
tioned between the seller and the buyer 
on the basis of the number of days each 
owned the property. Ed.] Simon J. Mur- 
phy Co., CA-6, 4/2/56. 


Cost of proxy and option must be ap- 
portioned to allow deduction for 
amount attributable to proxy. Taxpayer 
paid $50,000 to another stockholder for 
the right to acquire the latter’s stock 
upon his death, and also to vote that 
stock during the owner’s lifetime. Tax- 
payer owned 15% and was trying to 
prevent a proposed merger. Taxpayer 
claimed the entitre cost as a non-business 
deduction, but the court holds that the 
option was a capital asset. Failure to 
submit evidence apportioning the price 
between the proxy and the option pre- 
cludes taxpayer from claiming any part 
of its cost as a deduction. Lawrence, DC 
RI, 3/16/56. 
Payment to partnership upon with- 
drawal held capital expenditure. The 
taxpayer was a member of a partnership 
in the reinsurance business. He with- 
drew from it. The value of the business 
he took with him was computed at 150% 
This 
amounted to $61,000 which he paid the 
partnership. He claimed the $61,000 as 
a deduction. The court denies the de- 


of their annual commissions. 


duction either as an ordinary business 
expense or as a loss in a transaction 
entered into for profit. The payment 
was made to enable the taxpayer to 
pursue the reinsurance business on his 
own and must be treated as a capital 
expenditure. Balis, Ct. Cls. 4/3/56. 


Can’t deduct interest on loans from wife 
repayable when convenient. Taxpayer, 
a surgeon, deducted interest paid to his 
wife on money she advanced him to 
Start in home, ete. 
Though the district court allowed the 


deduction this court reverses. The loans 


practice, buy a 


were not due on a definite determinable 
date but only when it could be done 
without jeopardizing the family finances; 
they were not true debts; interest is not 
allowable. Virgin, CA-5, 3/16/56. 


Can’t deduct unproved cost; no record 
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of overceiling payments. Taxpayer pur- 
chased merchandise above OPA ceiling 
prices and deducted the excess as cost 
of goods sold, though he destroyed all 
checks and invoices. The court upholds 
the Commissioner's disallowance because 
the taxpayer did not meet the burden of 
proving the payments. An affidavit of 
the recipient of the payments was not 
sufficient because it merely stated a con- 
clusion and gave no details. Schwarz, 
DC Wisc., 3/2/56. 


Legal fee for contesting tax assessment 
deductible; fraud indictment came after 
services ended. Taxpayer paid legal fees 
in 1950 in connection with an examina- 
tion of prior years returns begun in 
1949. These attorneys ceased to repre- 
sent him in 1951 when he was indicted 
for criminal evasion. He pleaded nolo 
contendere and was found guilty; tax- 
payer did not claim deduction of the fee 
to the lawyer representing him in crim- 
inal case. The Commissioners disallowed 
the fees to the first lawyers on the ground 
they were attempting to prevent the 
fraud action; he pointed out that from 
the beginning a special agent was in on 
the investigation and that fraud penal- 
ties and criminal action were discussed. 
This court sustains the Tax Court and 
finds that the civil aspects were predom- 
inant; therefore the deduction was 
proper. One dissent on the ground that 
the facts show the services were mainly 
an attempt to forestall indictment. 
Schwartz, CA-5, 3/14/56. 


OTHER DECISIONS 


Stockholders fearing liability for faulty 
organization pay corporate debts; they 
are non-business. Taxpayers owned all 
the stock of a restaurant corporation 
which failed. They had failed to obtain 
a California permit to issue stock and 
so were liable for the corporate debts, 
which they paid. The court finds they 
were not in the business of financing 
restaurants nor was the venture one 
entered into for profit. The debt is non- 
business. Idol, DC Calif., 2/7/56. 


Jury finds business loss in stockholders’ 
advances to corporation. Taxpayer, who 
was president of several corporations, 
made advances to one of them which be- 
came worthless. It appears from the 
charge that taxpayer spent a good deal 
of time in connection with the business 
of the corporation to which he had 
made the advances. In answer to specific 


interrogation, the jury found that the 
advances were made as part of a busi- 
ness regularly carried on by the lender, 
and the loss was not incurred as a result 
of a bad debt. Pool Estate, DC Pa., 
1/17/56. 


Purchaser’s promise to pay is not in- 
come; cannot readily be valued. [Non- 
acquiescence] Decedent and his wife re- 
ported income on a cash basis. In 1945 
they contracted to sell a saloon which 
they owned jointly. The purchasers 
agreed to make a down payment and 
monthly payments thereafter, title to be 
transferred on completion of payments. 
No note, mortgage, or other evidence of 
indebtedness was given, The down pay- 
ment and monthly cash payments re- 
ceived in 1945 amounted to less than the 
adjusted basis of the property. The 
Commissioner had valued the _ pur- 
chaser’s promise to pay at 100% of its 
face value. The Tax Court, in Nina J. 
Ennis, 17 TC 465, concerning the de- 
cedent’s wife, had held that the un- 
secured promise was not equivalent to 
a mortgage and, not being negotiable, 
not an amount realized on the sale. In 
assessing the deficiency against the de- 
cedent the Commissioner argued that 
the land contract was readily negotiable 
and valued the purchaser’s promise at 
75% of face. The Tax Court held that 
the mere promise to make future pay- 
ments had no ascertainable market value 
in 1945. However, the Tax Court did 
admit that such saleable contracts may 
ordinarily be valued but this one could 
not because (1) an annual liquor license, 
perhaps difficult to renew, was required 
to operate the property, and (2) the 
unpaid balance was exceptionally large. 
Ennis Estate, 23 TC 799, non-acq. IRB 
1956-11. 


Donor of remainder has income when 
donee pays mortgage on retained life 
interest. In 1947, taxpayer entered into 
an agreement with Southwestern Univer- 
sity of Memphis, Tennessee, by which 
(1) he said he intended to acquire a resi- 
dence and contribute it to the Univer- 
sity, subject to the life use of himself 
and his wife, (2) he reserved the right 
to mortgage the property up to its pur- 
chase price, but would deed the property 


to the University without any liability 
on its part, (3) he stated he expected 
to make cash contributions to the Uni- 
versity, which the latter could use to 
pay off the mortgage. In 1947 the Com- 
missioner issued a ruling based on this 
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agreement, holding that he would have 
allowable deductions for the present 
value of the remainder interest in the 
property, and for contributions made to 
the University which it might use to 
discharge the mortgage indebtedness. 
The taxpayer in 1948 purchased prop- 
erty at cost of about $99,000, and mort- 
gaged it for the full purchase price. 
Prior to its conveyance to the University 
taxpayer contributed $75,500 cash, which 
the University, also prior to the convey- 
ance, used to pay off part of the mort- 
gage. On January 10, 1949, taxpayer con- 
veyed the porperty to the University, 
subject to the life estates and the liens 
of the mortgage. In April, 1949, he 
made a cash contribution of about $24,- 
000, and on the same day the University 
paid off the balance of the mortgage for 
the same amount. The Internal Revenue 
Service did not question the contribu- 
tions made by the taxpayer. However, it 
contended that the taxpayer had income 
of $24,000 in 1949, because the Uni- 
versity paid off the mortgage for which 
liable. The 


court holds that when property is re- 


taxpayer was _ personally 


ceived subject to a mortgage, the rule 
is that the transferor, called upon to 
pay the indebtedness, can look to the 
property in the hands of the trans- 
feree for 


reimbursement. It follows, 


therefore, taxpayer did not realize in- 
come to the extent that the payment by 
the University was attributable to its 
interest. Taxpayer did realize income, 
however, to the extent that the $24,000 
payment was attributable to the life 
estates which, on the facts, was about 


60°. Herff, DC Tenn., 2/23/56. 


Gambler’s gross income is his net of 
winning and losing bets in a particular 
race. Taxpayer was convicted of wilfully 
failing to file a tax return when he had 
eross income in excess of $600. The dis- 
trict court, in charging the jury, had 
instructed that the government had only 
to prove that taxpayer, a bookmaker, 
had received income from winning bets 
in excess of $600. On appeal the court 
reverses, finding that a_ professional 
bookmaker’s gross income consists only 
of the excess of winning bets over losing 
bets on a particular race. The court 
drew an analogy between a professional 
gambler’s losses and the merchant’s cost 
of goods sold. One dissent. Winkler, 
CA-1, 3/8/56. 


Filipino hospital trainees taxable on 
remuneration. Stipends received from 


hospitals by Filipino nationals entering 
this country under the Information and 
Educational Exchange Act to train and 
study at approved hospitals are taxable. 
The trainees claimed the stipends were 
gifts to enable them to serve their coun- 
try. However, the trainee is taxable be- 
cause he performs services which are of 
material benefit and receives substan- 
tially the same amount as is paid to 
citizen performing similar services. Rev. 
Rul. 56-101. 


Mortgage prepayment penalty taxable 
as interest. Penalty payments received by 
taxpayer from mortgagers upon prepay- 
ment of their mortgage indebtedness is 
taxable interest income. The charges 
were, in fact, a part of the cost to the 
borrowers for the use of taxpayer's 
money. General American Life Insur- 
ance Co., 25 TC No. 149. 


Gambling losses can be offset against 
other winnings. Taxpayer won $9,000 in 
a gambling pool. Wagering losses of 
$2,400 sustained later in the same year 
on other pools were held a proper de- 
duction from his gross income. The Tax 
Court allows the loss as a deduction 
from gross income. Drews, 25 TC No. 
161. 


Employee “lent” to Ethiopia not paid 
by U.S.; pay is exempt. Taxpayer was 
hired and paid by the United States 
Department of Commerce and was lent 
to the Ethiopian government for service 
in Ethiopia. His pay came out of a 
fund set up by Ethiopia from its loan 
borrowed from the International Bank. 
The Commissioner contended that the 
taxpayer was paid by the United States 
or an agency thereof, but the court holds 
that the taxpayer was really paid by the 
Government of Ethiopia, despite the 
mechanics of the payment by the United 
States. The salary therefore was exempt 
from U.S. Kirchbaum, DC 
Tenn., 2/16/56. 


taxation. 


Panamanian social-security benefits not 
taxable. U.S. citizens living and working 
in Panama need not include Panaman- 
ian social-security benefits in their tax- 
able earnings. They are similar to U.S. 
benefits, which are tax-free. Rev. Rul. 
56-135. 


Ordinary income on settlement of suit 
for loss of profits. Taxpayer received 
$5,000 in settlement of an action against 
its former officers and directors for con- 
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spiring to destroy its business. The court 
holds the amount taxable as ordinary in- 
come because the taxpayer failed to meet 
the burden of proving that any portion 
of the recovery was attributable to good- 
will, a capital asset. The evidence indi- 
cates that the settlkement was for lost 
profits and a mere allegation in the 
original complaint of injury to goodwill 
was not sufficient evidence, in_ itself, 
that any part of the recovery was for 
such damages. Phoenix Coal Co. Inc. 
CA-2, 3/13/56. 


Car won at drawing held a gift (old 
law). Taxpayer won a car at a ticket 
drawing held at a baseball game. The 
court holds the receipt of the car is a 
gift and not taxable income. Taxpayer 
was an avid baseball fan and attended 
practically all the home games. He had 
gone to the game as a fan and not in 
expectation of winning a car. [Under 
the 1954 Code, prizes other than achieve- 
ment awards are taxable income. Ed.] 
Fernandez, DC Fla., 3/15/56. 


Wife taxable on proceeds of sale of 
patent after assignment of sale contract 
to her. [Non-acquiescence| ‘Taxpayer 
sold a patent for payments during the 
life of the patent. Six years later he 
assigned this contract to his wife. The 
court holds the wife taxable on subse- 
quent payments. The assignment was 
not an anticipatory assignment of in- 
come but a real gift of property. Reece, 
24 TC 187, non-acq. IRB 1956-15. 


Contingent legal fees taxable when re- 
ceived though later repaid. Legal fees 
received by a lawyer in 1949 under a 
contingent-fee contract are held taxable 
when received, even though it developed 
that the lower state court decree in 
1948, which led to the payment of such 
fees, was reversed late in 1949 by the 
highest court of the state. Rosenberg, 
TCM 1956-68. 


Farmer constructively receives proceeds 
despite agreed deferred payment for 
grain. Taxpayer sold grain in October, 
1947, payment to be made in January, 
1948. On the first trial the district court 
directed the jury that payment was not 
constructively received in 1947. CA-8 
reversed and remanded for a new trial 
on the ground that this instruction was 
improper. On the second trial the jury 
holds taxpayer had constructively re- 
ceived the proceeds in 1947. Banek, DC 
S. Dak., 10/19/55. 
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Inherent prejudice against taxpayer in 


net-worth cases can rarely be overcome 


by THOMAS W. HILL, JR. 


The four recent Supreme Court cases on the net-worth method have provided fertile 


ground for the growth of theories, objections, and new interpretations of the net- 


worth method of proving taxpayer received unreported income. One fact remains, 


this author finds: the net-worth method has certain built-in infringements on the 


constitutional rights of the defendant; the method requires, if maximum precautions 


against self-incrimination are to be taken, some very forehanded, awkward, and 


suspicious maneuvers on the part of taxpayer and his advisors. Similarly, taxpayer's 


counsel must fight every inch of the way on admission of evidence. No good way ap- 


pears to prevent juries drawing improper inferences, no matter how strong or just 


the charge by the judge. These problems, discussed by Mr. Hill in the following 


excerpts from a paper written by him for 41 Cornett L.R. 108, leaves us with a 


wholesome respect for the traps facing both sides in the net-worth prosecution. Mr. 


Hill’s original paper is fully annotated; our purpose here being to inform briefly, 
5 5 4 


we have omitted most footnotes. 


oom Is NOTHING COMPLEX in the 
theory which underlies a prosecution 
where unreported taxable net income is 
computed based on increases in net 
. worth. The application of the theory 
rests on the premise that if the govern- 
ment can prove how much a taxpayer 
was worth at the beginning of the tax 
period and how much he is worth at 
the end, and if, after striking a differ- 
ence and adding back nondeductible 
living expenses, the total exceeds the net 
income reported for income-tax pur- 
poses plus any reported or known non- 
taxable receipts, the excess, if any, repre- 
sents unreported taxable net income. 
The use of the words “net worth” is 
misleading. The computation of unre- 
ported income when the “net worth” 
method is used is not in the least con- 
cerned with “value”; it is concerned only 


with the cost of assets acquired and the 
actual amount of expenditures, since the 
purpose of the method is to show income 


available for disbursement. The “value” 
of the assets acquired is immaterial. If 
assets purchased in a prior year are still 
on hand at the end of a tax year, any 
increase or decrease in value would be 
immaterial in showing either “money 
spent” or realized profit or loss. 

The net worth method of determining 
income has long been recognized in com- 
puting deficiencies and assessing fraud 
penalties for civil purposes where the 
Commissioner has the burden of proof 
in connection with the justification of 
the fraud penalty even though his de- 
determination of unreported income is 
presumptively correct. 

Under Section 145(b) (new Code 
Section 7201) there are two elements in 


a prosecution for attempted income-tax 
evasion. The government is required to 
prove that a tax was due for a particular 
year and that the failure on the part of 
the defendant to disclose this fact repre- 
sented a wilful attempt to evade the 
tax. 

As a practical matter, the wilfuness 
element in net worth cases is inseparable 
from the proof which the inference of 
unreported net income is to be drawn. 
The pattern of the net worth cases gen- 
erally shows large expenditures of cash 
over a considerable period of time, a 
failure to maintain records, and a tax- 
payer engaged in a business, sometimes 
illegal, where cash receipts are the rule 
rather than the exception. 

It is probably true that when the in- 
direct methods of establishing unreport- 
ed income were first developed, they 
were used only in cases involving sub- 
stantial understatements of income. 
There is no reasonable basis for conclud- 
ing that the size of an alleged under- 
statement of net income establishes a 
criterion for the application of the net 
worth determination. Similarly there is 
no basis for concluding that the method 
may only be employed in_ so-called 
“racketeer cases” or groups considered 
otherwise undesirable. 

Until the recent decisions in the 
Supreme Court, it was thought that 
Section 41 of the 1939 Code required the 
government, before it could employ the 
net worth theory, to establish that a de- 
fendant’s books and records were inade- 
quate. The cases were not clear as to 
how this inadequacy was to be de- 
veloped or in what respects the books 
and records had to be found inadequate. 
At least one court had rejected the 
“bootstraps” method which permitted 
the government to establish the in- 
adequacy of books and records by 
means of the net worth calculation and 
then prove the unreported income by 
the same method. Now there can no 
longer be an objection to a determina- 
tion of net income by the net worth 
theory even though a defendant main- 
tains books and records and such records 
are in agreement with his tax returns 
for the indictment years. 


Proof: The starting point 


The validity of the sought inference 
in the net worth calculation—that the 


unexplained difference between a de- 
fendant’s net worth at the beginning of 
the year and the end of the year, plus 
his nondeductible expenditures less the 
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total of reported net income and non- 
taxable resources is unreported net in- 
come—rests on the validity of the net 
vorth at the beginning of the tax year. 
For the beginning net worth to be ade- 
quately established, it must appear that 
no sources of funds other than those 
alleged to have been established by the 
ePovernment were available to the de- 
fendant between the date on which the 
government alleges it has first fixed a 
defendant’s net worth and the _ be- 
ginning of the tax year for which the 
equired inference is to be drawn. The 
problems in connection with such a 
showing, both for the government and 
yr a defendant, are manifold. 


In most cases it is necessary for the 


ernment to fix a defendant's net 
rth at a point in time prior to the 
first tax year involved in the indictment. 
Che reason for this is the fact that in- 
dividuals, unlike corporations, rarely if 
er set up a “balance-sheet” which be- 
comes available to the government. Con- 
quently, the government must cast 
round for some fortuitous circumstance 
connection with which a defendant 
stated his net worth. If this cannot 

be found the government must begin at 


the beginning of a taxpayer’s economic 


Where a taxpayer has been of working 
for a number of years before the first 

ir for which an indictment has been 
turned, and no interim net worth has 
n fixed, it becomes necessary to build 

1 net worth over those productive 

to the beginning of the tax year. 

he longer the period of time, the more 
difficult become the problems of the 
overnment. Of course, the economic 
situation as it prevailed through the 
1930's has in and of itself provided some 


ssistance. The difhiculty of accumulating 


sets during that period is common 
knowledge. The courts have indicated 

it they will recognize the converse 
vhere the working lifetime begins in the 
ite 1930’s and the early 1940's. 


Corroboration of admissions 


In most prosecutions brought by the 
government, this detailed build-up is 
necessary only to corroborate statements 
made by the defendant or his repre- 
sentative to the Internal Revenue Serv- 
ice. In many cases the government is 
aided by the fact that a defendant has, 
before realizing what he was doing, 
and before his tax advisers realize what 
they are doing, given a statement to 
either a Revenue Agent or to a Special 


‘he result of the statement is to 
fix the defendant’s net worth either at 
the beginning of the tax year for which 
he is under indictment, or for the be- 


Agent. ° 


ginning of a year not too distant from 
the tax year in connection with which 
he finds himself under indictment. It 
is not necessary that the statement be in 
the form of a written schedule of assets 
and liabilities. A mere oral statement 
will suffice. 

Once this statement has been made, 
it provides the government with a refer- 
ence point. In many cases, the statement 
of the defendant has demonstrated that 
the increases in net worth during the 
tax years had to be from unreported in- 
come. In others, the statements made 
have been so out of touch with the 
realities of the defendant’s economic 
situation that they have served to cor- 
roborate, in the eyes of the jury, the evi- 
dence offered by the government to fix 
the defendant’s net worth. 

The character of these statemeits as 
admissions has been the subject of a de- 
tailed analysis in the recent Supreme 
Court cases. Basically, the conclusion is 
that they are admissions and will not 
serve in and of themselves to fix the be- 
ginning net worth. However, their mere 
existence means that the government has 
not far to go by way of corroborating 
the statement made by a defendant 
therein. The Court stated that it was 
not necessary to establish the validity 
of the figures in the statement, but that 
proof of unreported income during the 
tax year will serve to corroborate admis- 
sions contained in the statements. This 
may well mean that the government 
need not go back of the net-worth state- 
ment itself but need only show items of 
unreported income during the indict- 
ment years. If this is the fact, then the 
Supreme Court’s requirement of cor- 
roboration is far more apparent than 
real. 


Can admissions be suppressed? 


Little success has attended the at- 
tempts of defendants to suppress the use 
of net worth statements and other admis- 
sions as to their beginning net worth 
made prior to trial. These efforts have 
largely centered on allegations that the 
statements were given upon representa- 
tions that no prosecution would result, 
or at least that the statements would not 
be used in connection with prosecution. 
The factual background of each case in 
which pre-trial motions to suppress have 
been denied bear careful study by coun- 
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sel both before and during trial. These 
motions may and should be renewed 
on the trial since the denial before trial 
will probably not be held to be the law 
of the case. 

While a court will not ordinarily up- 
set a prior decision in the same case, 
a hearing on the issues raised by allega- 
tions of unlawful search and seizure or 
deprivation of the privilege against self- 
incrimination may be ordered upon a 
showing of further facts at any time be- 
fore trial or during the trial itself. 

Further efforts to suppress the state- 
ments secured have centered not so 
much on the representations made to the 
defendant by the employees of the In- 
ternal Revenue Service, but rather have 
focused on their identity. The fact that 
investigations are often made by Rev- 
enue Agents and Special Agents on a 
joint basis is well known. That is to say, 
the Internal Revenue Agent is charged 
largely with the contact with the tax- 
payer, while the Special Agent is con- 
cerned with the actual investigative work 
which consists of running down leads 
and requires no contact with the tax- 
payer. Where statements have been se- 
cured from the taxpayer or his repre- 
sentative by a Revenue Agent working 
in conjunction with a Special Agent, 
efforts have been made to suppress what- 
ever information is secured by the Rev- 
enue Agent on the ground that he mis- 
represented the purpose for which the 
information was to be secured by not 
revealing that he was conducting a joint 
investigation with the Special Agent. 
The authorities would seem to indicate 
that such a situation will not provide the 
ground for granting a motion to sup- 
press. [See 3 JTAX 251. Ed.] The courts 
may well have in mind the practicalities 
of the investigation of income-tax cases. 
The organization of the Internal Rev- 
enue Service should not be upset by a 
decision which requires either that a 
Special Agent notify a taxpayer that he 
has undertaken an investigation to de- 
termine whether there is a possibility 
of a criminal charge, or that the Rev- 
enue Agent notify the taxpayer that he 
is working for a Special Agent for the 
same purpose. To do so would hamper 
inordinately the criminal aspects of the 
work of the Internal Revenue Service 
and would impose a burden on the 
criminal work of the Service not imposed 
upon other investigative agencies. 

The use of a Revenue Agent in con- 
nection with a Special Agent to work on 
a criminal investigation is no worse than 
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the use of a “special employee” or “in- 
former.”’ As long as there is no question 
of entrapment it would not appear that 
such a practice is in and of itself bad. 
Certainly a taxpayer or his representa- 
tive is placed on notice when the gov- 
ernment first requires an inspection of 
his books that if a criminal prosecution 
is indicated or warranted it will be forth- 
coming. A taxpayer should not be per- 
mitted to estop the government merely 
because the agent thought when he en- 
tered the premises that a criminal prose- 
cution might be developed. To rest 
these determinations on the state of 
mind of an individual investigator will 
hardly prove practical. 

[his is not to say, however, that where 
responsible representations are made 
that no prosecution will result or an 
actual illegal entry has been effected, 
the Government should not be prevent- 
ed from using admissions so obtained. 
The burden of determining whether or 
not to assert a claim of privilege must 
rest primarily on the taxpayer. Assertion 
of the privilege, if it is to be made 
effectively, must be made when a tax- 
payer first becomes aware that his affairs 
are being subjected to scrutiny by the 
government. The decision is not an 
easy one. Any effort to prevent or thwart 
a legitimate exercise of the judgment 
applied to that decision should be con- 


demned by the courts. 


Kind of circumstantial evidence used 


Lacking admission on the part of a 
defendant of his opening net worth, 
evidence must be offered by the govern- 
ment to establish that figure. And in a 
great majority of cases, evidence will in 
all probability also be offered even 
where there are admissions as to open- 
ing net worth. 

Pehaps the opening gambit in all cases 
is the offer on the part of the Govern- 
ment of a defendant’s federal tax returns 
from the beginning of his employment 
life. In some cases these returns will be 
available from the files of the Internal 
Revenue Service itself. In others, they 
will have been furnished by the de- 
fendant, and in still others they will 
have been secured by the government 
from a defendant’s accountant. The re- 
turns are generally offered to show that 
a defendant would have been unable to 
accumulate large sums of money during 
the period prior to the first of a series 
of tax years in which it is claimed by 
the government that there had been sub- 
stantial understatements of net income. 
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The very lack of tax returns may also 
be offered on this same issue. It is 
probable that state income-tax returns 
are admissible over a claim of privilege. 
A defendant is in an extremely awkward 
position in a jury trial where he claims 
large accumulations from income in 
years prior to the tax years when it 
can be established from his own tax re- 
turns that he did not have such income. 

Evidence has also been received to the 
effect that a defendant worked at menial 
jobs and his wife was forced to work, 
that he accumulated debts, and that he 
went through bankruptcy. All this evi- 
dence is designed to show that a de- 
fendant had no greater opening net 
worth than the government attributes to 
him. 


Evidence government can use 


Because of the nature of the evidence 
and because it is circumstantial in 
nature, virtually no limitation has been 
placed on the evidence which may be 
offered by the government. So long as 
there is any rational connection with in- 
come or the lack of income, the evidence 
has been received. By its very nature, 
the evidence is of a highly prejudicial 
nature to a defendant. It is doubtful 
that the most careful charge on the part 
of the Trial Court operates to remove 
much of the prejudice. 

About the only evidence which the 
government is prohibited from using is 
the net-worth statement contained in a 
defendant’s draft questionnaire. These 
questionnaires have been held to be con- 
fidential in nature and privileged to the 
defendant. Unless he waives that privi- 
lege, his questionnaire may not be ad- 
mitted into evidence against him. While 
the decision is undoubtedly sound, a 
defendant would probably be better off 
to have his draft questionnaire received 
against him than he would be to have 
the multitude of evidence of the type 
outlined here. The weight of the latter 
type of evidence offered over a period 
of days and even weeks is far more im- 
pressive than a one-page questionnaire 
which may have a rational explanation. 

The sufficiency of the evidence on the 
proof of an opening net-worth figure is 
largely a question for the court. The 
evidence takes the form of direct testi- 
mony about the manner in which the 
defendant lived and spent money in the 
years prior to the tax years. If this evi- 
dence can be pieced together so as to 
create a relatively complete picture of 
the defendant’s financial history, the 


evidence must be held sufficient to sub- 
mit to the jury. 


Must the government negate other 
sources? 

This picture, however, must be a com- 
plete one. A mere showing of lack of 
earnings should not be enough, in and 
of itself, to send the case to the jury un- 
less some effort has been made by the 
government to negate the possibility of 
non-taxable receipts during the period 
prior to the tax year. These receipts may 
take the form of gifts, inheritances, and 
the repayment of loans; account must 
also be taken of the nontaxable portion 
of capital gains, reported and unreport- 
ed, and of depreciation. 

There may, in fact, have been unre- 
ported taxable income in the earlier 
years. These possibilities are perhaps re- 
mote. The degree of remoteness depends 
largely on the identity of a particular 
defendant. The fact that as to a par- 
ticular taxpayer these possibilities may 
be remote should not permit the govern- 
ment to discontinue its investigation 
without making some inquiry. 

A rule that the government should be 
required to investigate the possibilities 
of such resources is not without reason. 
It should not be incumbent upon a 
taxpayer, in order to force the govern- 
ment to make a complete investigation, 
to give the government leads. The 
Supreme Court would appear to have 
indicated that if the government receives 
no leads directly from the defendant or 
from his representatives, then it need 
not conduct an investigation with re- 
spect to possible non-taxable resources. 
If this is taken as somethihng more than 
dictum, then defendants have been de- 
prived, as a practical matter, of their 
right to claim their constitutional privi- 
lege when they are for the first time sub- 
jected to examination by the Internal 
Revenue Service. Failure on their part 
to furnish leads may permit the Service 
to conclude its investigation. The neces- 
sity of furnishing leads to prevent a 
criminal prosecution recommendation 
places a taxpayer prior to indictment in 
a position of having to waive his con- 
stitutional privilege although he may be 
well aware of its existence. 

It would not appear that the Supreme 
Court would intend its opinion to be 
so applied. The test of the sufficiency of 
the examination conducted by the Gov- 
ernment and so the test of the sufficiency 
of the defendant’s opening net worth 


will probably continue to be phrased in 
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the language used by the Tenth Circuit 
in Holland [209 F.2d 516, 519 (1954)): 
“The government is not required to go 
beyond records reasonably available in 
order to foreclose any permissible infer- 
ence that the unexplained excess ex- 
penditures in any taxable year were 
derived from sources other than current 
income.” 

Whether or not records were “reason- 
ably available” to the government 
should not be made to depend upon 
whether their existence was made known 
by the defendant. To place him in such 
a position is, in effect, telling him that 
unless he provides the Service with all 
the information requested, whatever evi- 
dence is found against him will be 
sufficient to ground a criminal charge, if 
it discloses any deficiency in income tax. 

Reasonable interpretation of this 
language in subsequent cases may be an- 
ticipated to test the availability of 
records to the government by the cir- 
cumstances of a particular investigation. 
What the trial court believes the gov- 
ernment could have done by way of 
continuing a _ particular investigation 
will control. This is not an entirely sat- 
isfactory standard, resting as it does on 
the discretion of the trial court without 
a Statement of the qualitative or quanti- 
tative standards to be applied. In a case 
decided since Holland, the Fifth Circuit 
held that where the defendant had 
stated he has cash on hand as of the 
date on which the government first pur- 
ported to fix his net worth, the govern- 
ment could not rest on testimony by its 
expert witness that the defendant had 
no such funds on hand without offering 
some evidence to that effect. Dupree v. 
United States, 218 F.2d 781 (5th Cir. 
1955). 

Che scope of the investigation may 
also be tested by a determination of whe- 
ther those agencies were visited where 
public records showing acquisitions and 
dispositions of property are available. 
Similarly, where the evidence disclosed 
that a defendant formerly owned prop- 
erty, the Government may well be held 
to inquire as to the selling price of the 
property. The surrogate’s court or its 
equivalent may well be the source of in- 
formation on whether or not a de- 
fendant had been the recipient of prop- 
erty by will or by intestate succession. 
In like fashion the files of the Internal 
Revenue Service itself may provide some 
information on the receipt of gifts. 
hese are but the more obvious sources 
of information and in particular cases 


the circumstances will indicate other 
sources which should have been _ in- 
vestigated. 

Failure to follow leads which the par- 
ticular circumstances require, even 
though not suggested by the defendant, 
will bring a case within the authority of 
the rule which states that where an in- 
vestigation is admittedly incomplete the 
jury cannot be asked to infer that the 
unaccounted-for increase in net worth 
over reported resources is unreported net 
income. This lack of completeness may 
be shown on cross-examination without 
a defendant ever having offered leads of 
any kind prior to trial, or evidence at 
the trial. The completeness of an in- 
vestigation is in the first instance a ques- 
tion for the court. It is not a question 
to be submitted to the jury. This is so 
no matter how the test of the sufficiency 
of circumstantial evidence is articulated. 
The sufficiency of an investigation on 
which the government’s case rests is not 
a disputed question of an ultimate fact 
such at the presence, absence, or ac- 
quisition of specific assets, but rather is 
a question of whether in fact an in- 
vestigation in particular areas has taken 
place. In short, it is a question of the 
competence of the testimony offered 
by the government in support of the in- 
ference it seeks to have the jury draw 
and as such is for the court. 

Objections to the net-worth method 
on the ground that the burden of proof 
is shifted to the defendant have been 
unavailing. Counsel will do well to 
recognize that net-worth cases are no 
different in essence from other criminal 
cases tried entirely on circumstantial 
evidence. 


Must possible source be shown? 


It had been for a number of years the 
position of the Department of Justice 
that it was necessary before a net-worth 
prosecution could be undertaken  suc- 
cessfully to establish a source of income 
in addition to the source disclosed by 
the taxpayer in his return. In other 
words, prosecution would not be under- 
taken where the taxpayer’s books and 
records agreed with his tax return and 
no specific items of unreported income 
could be discovered even though the 
net worth calculation showed substantial 
unaccounted-for receipts. There was no 
direct holding to the effect that a show- 
ing of such unreported income was the 
sine qua non of a net worth prosecution. 
The cases where the problem was dis- 
cussed indicated that it had not been 
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made a requirement. 

To require a showing that income was 
received from sources other than those 
disclosed by a taxpayer in his tax return 
would in effect destroy the net-worth 
theory. This would be so since ‘in order 
to establish that the receipts were not 
included in the return, it would be 
necessary either for the government to 
prove receipts of at least one dollar in 
excess of the gross receipts reported by 
the defendant, or that a defendant had 
income from a distinct source not re- 
vealed in his income-tax return. 

It is enough if a possible source of in- 
come is demonstrated even though the 
source of the alleged unreported income 
is the same as the one disclosed by the 
taxpayer on his return. It is necessary to 
show in the possible source a potential- 
ity of the income which is allegedly un- 
reported. If the only source on the re- 
turn is salary as a bookeeper and the 
alleged attempted evasion totals hun- 
dreds of thousands of dollars, then the 
requirement of a “likely source” is prob- 
ably not met. From this it becomes clear 
that a source is generally demonstrated 
if the net-worth calculation discloses an 
excess of expenditures over reported re- 
sources even though a taxpayer’s books 
and records are in agreement with his 
tax return. In short, the source require- 
ment is largely a fiction. 

The Supreme Court has gone even 
further by stating that a showing of a 
possible source of income may well be 
substituted by the government for proof 
that investigative leads have been fol- 
lowed up by the government. There is 
no justification for this dictum. The 
mere fact that a taxpayer has a possible 
source of unreported income should not 
relieve the government from the burden 
of exhausting the possibility that the 
excess of expenditures over available re- 
sources was made from nontaxable re- 
sources with respect to most of which 
there is no burden of disclosure. 

It is not likely that the circuit courts 
will permit the government to  sub- 
stitute evidence of a proven or possible 
source of unreported receipts for evi- 
dence that it has gone to the records 
reasonably available under the circum- 
stances in order to exhaust the possibil- 
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ity that the defendant did not have 
nontaxable resources both in the tax 
years and in the period prior to the 
tax years back to the starting point. 

In a prosecution resting on a failure 
to report specific items of income, it is 
enough for the government to show 
unreported gross receipts and to contend 
that they represent taxable net income. 
It is then necessary for the defendant to 
come forward with proof of the costs ap- 
plicable to sales in excess of those dis- 
closed by his tax return. Such a require- 
ment is not unreasonable nor does it 
shift the burden of proof to the de- 
fendant, since as a practical matter it is 
unlikely that a taxpayer would exclude 
the costs applicable to the unreported 
sales usually involved. This line of cases, 
though arising in specific-item prosecu- 
tions, would appear equally applicable 
to net-worth cases. There is no require- 
ment that the excess of expenditures 
over available resources be identified as 
economic net income or that the govern- 
ment prove that additional deductible 
expenses were not incurred in earning 
what is alleged to be unreported taxable 


net income 


Wilfulness 


Ihe above discussion has been con- 
cerned with proof of the actual net in- 
come unreported for tax years and with 
the proof of the net worth of the de 
fendant as of the beginning of the first 
of the tax years. The willfulness aspect 
of net worth cases, from the point of 
view of the burden imposed on the 
prosecution, is probably of less im- 
portance than in an ordinary tax case 
involving unreported specific items. In 
the net-worth cases, the tests set out in 
Spies v. United States (317 U.S. 492) as 
some of the indications of wilfulness are 
likely to have been demonstrated in con- 
nection with proving income. The 
whole picture as is usually unfolds is one 
of an individual defendant conducting 
his affairs without benefit of records, do- 
ing business in cash, and engaged in 
illegal or quasi-legal activities. Specific 
evidence of additional acts of wilfulness 
is almost unnecessary. The very proof 
of the unreported income, in and of it- 
self, will in most cases supply evidence 
on the basis of which the jury may find 
a wilful attempt to evade tax on the in- 


come proved by circumstantial evidence. 


The bill of particulars 


Counsel in criminal net worth cases 
operate at a disadvantage not exper- 
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ienced in other criminal cases. The de- 
fendant generally has few records and 
if the period involved is extensive, he 
cannot be relied on to supply the details 
of his financial transactions from mem- 
ory. It will usually be found that most 
of the transactions took place in cash 
and cannot be traced. The government 
over a long period has, as a rule, recon- 
structed the financial history of the de- 
fendant in a more or less complete 
manner. This investigation takes a sub- 
stantial period of time. Similarly the 
government has had at its disposal a 
vast investigative machinery. None of 
this is available to counsel for the de- 
fense or in fact to the defendant himself. 
It is no answer to a defendant seeking 
information to prepare a defense against 
a criminal charge that he should have 
kept better books. 

The Federal Rules of Criminal Pro- 
cedure with respect to bills of particu- 
lars have been given a very narrow con- 
struction. There is no reason for a 
failure to require the government to 
make a more full disclosure in bills of 
particulars than is generally required. 
Che objection most often heard is that 
it may lead to manufacturing of testi- 
mony and documents where none in fact 
have existed. This is an argument not 
novel to the bill of particulars area. The 
same argument was made and rejected 
when fuller discovery was incorporated 
into the Federal Rules of Civil Proce- 
dure. If the government has made a full 
and complete investigation its evidence 
will in the main consist of documents. 
These documents having been available 
first to the government will either have 
been reduced to possession or will at 
least have been photostated. No preju- 
dice will result to the government by 
making disclosure of the details of a 
defendant’s net worth at least to the 
extent represented by the documents. 
Fairly detailed bills of particulars have 
been granted in a limited number of 
cases. 

Even where detailed bills are granted, 
however, they usually relate only to the 
tax years. If the government at the trial 
attempts to establish a starting point at 
a point in time many years prior to the 
first of the indictment years, the preju- 
dice to the defendant remains despite 
the furnishing of fairly detailed informa- 
tion for the indictment years. 

If a bill of particulars seems awkward, 
the criminal rules provide a mechanism 
under rules 16 and 17(c) for the dis- 
closure of evidentiary matter resting on 


documents. The showing required in 
order to resist a motion to quash by 
the government is substantial and re- 
volves about a showing of “‘good cause.” 
For the same reasons that more liberal 
bills of particulars should be granted, 
the requirement of “good cause” should 
be more liberally interpreted. 

One can well appreciate the position 
in which defendant’s counsel finds him- 
self on the eve of trial with no know- 
ledge of just what the government’s case 
is and how it is going to be presented. 
He has no choice but to resist every 
attempt to place in evidence each docu- 
ment which serves to show the sources 
of income to his client. The trial may 
well be expedited if counsel for the de- 
fendant has been able to make an in- 
vestigation based on some disclosure of 
what the government intends to prove. 
At least counsel would have an oppor- 
tunity to determine where and when he 
might be successful in resisting attempts 
to offer matter in evidence. A fuller dis- 
closure by way of bills of particulars and 
pre-trial discovery under rules 16 and 
17(c) might, therefore, without preju- 
dice to the government’s case, serve to 
expedite the trial in these matters. 

Net worth cases, resting as they do on 
documents, take an inordinate amount 
of court and jury time. They raise intri- 
cate points on the admissibility of docu- 
ments. Often these difficulties are raised 
by the extreme age of facts in the case 
and the unavailability of the original 
documents and the principals in the 
transactions which are the basis of the 
government’s case. Counsel for a de- 
fendant can protect his client’s interest 
only by insisting upon rigid compliance 
with the rules of evidence as they relate 
to the admission of documents and the 
proper foundation for the admission of 


such documents. 





Gambler’s income, currently recorded 
by outside accountant, correct. A patt- 
nership which had engaged in illegal 
betting was held to have correctly re- 
ported its “hits” on winning slips in 
determining its income. The daily tapes 
summarizing the transactions of the day 
were sent weekly to an accountant, who 


entered them on a set of books from 
which he prepared returns. The Com- 
missioner’s action in reducing the 
amount of “hits” so that they repre- 
sented only 28% of the gross receipts 
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is considered arbitrary. Masucci, TCM 
1956-45. 


Unreported sales taxable to officer in 
proportion to stockholdings. ‘Taxpayer 
was president and part owner of two 
corporations, both operating auto 
igencies. His son managed one while he 
managed the other. The Commissioner 
increased his personal income on the 
theory that he received the excess when 
used cars were sold above the prices re- 
flected on the books. Though the evi- 
dence was conflicting, the court held tax- 
payer failed to prove the Commissioner's 
error as to the sales made in behalf of 
the corporation managed by taxpayer. 
But there was no evidence to link tax- 
payer with the overcharges by the corpo- 
ration managed by his son. However, 
since taxpayer had only 50% interest in 
the corporation he managed, only one- 
half of 


tributed to him. It was unreasonable to 


its unreported sales was at- 


assume that the holders of the other 
10%, who knew of the overcharges, 
would permit him to keep all of them. 
Due to conflicting evidence the court 
found that the Commissioner had not 
met the burden of proving fraud. Erwin, 
CM 1956-44. 


Corporation was charged with the 
fraudulent activities of its officers who 
knew, or should have known, of the 
action. Taxpayer engaged in the manu- 
facture and sale of fireproof doors and 
moving stairs. The Commissioner 
claimed that it filed fraudulent returns 
for 1945, 1947, 1948, and 1949. The 
statute of limitations was, therefore, not 
applicable and the 50% fraud penalty 
applied. His position was based on proof 
of unreported income of over $1,000,000; 
deductions claimed for officers’ personal 
expenses; cash withdrawals for fictitious 
expenses; devaluation of the inventory 
y $200,000; and _= stock 


investments 
charged off as deductions. The corpora- 
tion argued that all the fraudulent acts 
were attributable to its president, who 
was mentally incompetent, and the other 
officers knew nothing about them. The 
court held for the Commissioner. On the 
evidence, the President was competent. 
Furthermore, the other officers knew or 
should have known what was going on— 
their personal expenses were paid by the 
corporation, at least one of them signed 
the tax return each year, and the income 
diverted from the regular bank account 
was too large to be unnoticed. In addi- 
tion, if the president was guilty of em- 


bezzling corporate funds, the taxpayer 
was not entitled .to a deduction because 
the defalcations were subsequently re- 
paid. Peelle Company, DC NY, 1/20/56. 


Taxable income on sale of stolen goods. 
Taxpayer, owner of a hardware store, 
and one Schira, shipping clerk for a 
supplier, joined in a scheme whereby 
Schira took galvanized merchandise 
from his employer’s warehouse which 
taxpayer received and sold. They shared 
equally in the proceeds. Deficiency de- 
terminations and fraud penalties are 
sustained against taxpayer since she 
failed to prove that she did not under- 
state her sales. Bennett, TCM 1956-34. 

Schira claimed he could not be taxed 
on the income attributed to him _ be- 
cause he embezzled the goods rather 
than stole them, and embezzled money 
does not constitute income. The court 
disagrees, holding that the money re- 
ceived on sale of the goods was received 
under a claim of right and represented 
income which should have been re- 
ported. Schira, TCM 1956-35. 


Filing correct returns late won’t prevent 
fraud penalty. If an intent fraudently to 
evade tax is shown, the 50% fraud pen- 
alty will be assessed even though the 
taxpayer, after filing fraudulent returns, 
later filed returns which, though de- 
linquent, showed the correct tax liability 
and paid the tax and interest. Rev. Rul. 
56-54. 


Family partnership invalid; fraud sus- 
tained against husband. The court re- 
fused to accept an alleged husband-wife 
partnership in commodity transactions 
where there was no evidence of a part- 
nership agreement, no partnership re- 
turn was filed, the wife contributed 
neither capital nor services, and all 
transactions were in the husband’s name. 
Fraud penalties were sustained against 
the husband in spite of his limited edu- 
cation, since he had engaged in com- 
modity transactions for over 25 years 
and grossly understated the true amount 
of his capital gains without valid excuse. 
Murray, TCM 1956-31. 


Repeated omissions of compensation evi- 
dences fraud. Taxpayer who managed 
and supervised a monument business 
owned by his mother failed to include in 
his income compensation for services 
rendered to the business. His sub- 
stantial and repeated understatements 
of income over the period 1944-1946 are 
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held to evidence a fraudulent intent to 
evade taxes. Collin Estate, TCM 1956- 
32. 


Plea of guilty to wilful tax evasion is 
evidence of civil fraud. An attorney 
who omitted monies received from 
clients in adoption proceedings failed to 
show that any part of the sums were not 
income, or that they should be allowed 
as expense deductions. The civil-fraud 
penalty of 50% is sustained because of 
substantial omissions, and because of tax- 
payer’s plea of guilty to criminal tax 
evasion for the same years. Siegal, ‘TCM 
1956-28. 


Understatement of income co hide over- 
ceiling payments fraudulent. ‘Taxpayers, 
in operating several restaurants, main- 
tained two sets of records. The second 
set, which was used in the preparation 
of the returns, admittedly showed an 
understatement of gross receipts, but 
taxpayers contended that the understate- 
ment was compensated for by an omis- 
sion of expenses for over-ceiling wages 
and payments above OPA prices. The 
court holds the then wage and _ price 
laws specifically proscribed tax deduc- 
tions for such payments and upholds the 
deficiencies and fraud penalties. Mas- 
ters, 25 TC No. 123. 


Failure to file prepared returns fradu- 
lent. Taxpayer's returns for 1948 and 
1949 had been properly and timely pre- 
pared by an independent accountant 
but were never signed or filed. As the 
returns showed a substantial tax liability, 
taxpayer decided to use the tax moneys 
more profitably for other purposes. The 
failure to file was held to be fraudulent. 
However, no fraud was found for failure 
to file a 1950 return, since that year’s 
form as prepared by the accountant 
showed a loss and no tax due. Jones, 25 
TC No. 124. 


Bookmakers, without records, fail to 
rebut deficiency determination. Opera- 
tors of a bookmaking business main- 
tained no partnership books but em- 
ployed an accountant to prepare their 
returns from monthly totals of wins and 
payouts which they tabulated for him. 
The Commissioner's determination of 
additional unreported income and _ his 
reduction of the amount of payouts was 
upheld as not being arbitrary. Penalties 
for negligence and for failure to file 
declarations are sustained. Inukai, TCM 
1956-51. 
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Property tax system needs radical 


overhauling to be equitable, effective 


by ROGER A. FREEMAN 


Though the property tax is an essential part of state and local government, its 


present administration is shockingly unfair and illogical. Exemptions, rate limita- 


tions, assessment practices, and the practice of electing administrators all combine 


to make a hash of what ought to be an objective and efficient governmental 


operation. This author’s analysis of the present situation leads him to recommend 


that local tax administrators be appointed, not elected. He urges that courts, 


legislatures, and taxpayers unite to have the entire system removed from politics 


and run along scientific, objective lines. 


[ NTIL ABOUT TWENTY YEARS ago prop- 


erty in this country was burdened 
with too great a share of the cost of 
government. Property tax collections 
totalled more than all other taxes — 
federal, state, and local — together. The 
picture has changed drastically in the 
past quarter century: for some years 
now property taxes have accounted for 
only 11% of all taxes. To be sure, prop- 
erty tax collections have not declined. 
They mounted from $700 million at the 
turn of the 20th century to $5 billion in 
1929, and to $9.3 billion in 1953. But 
other taxes outpaced the property tax. 
Governments in the United States now 
derive 63% of their tax revenues from 
income taxes, more than in any other 
country in the world, and 26% from 
excise taxes, less than in any other 
country. 

Property taxes claimed about 5% of 
our national income in the early part of 
the 20th century, took 6% in 1929, 
jumped to 12% during the depression 
years, and fell back to 6% by 1939. 
In recent years property taxes have 
equalled about 3% of the national in- 
come. All other taxes totalled 5% of the 
national income early in the 20th cen- 
tury and until about 1930; since then 
they have soared to 25% of the national 


income. This radical shift in the tax bur- 
den from property to income and sales 
probably exceeds the fondest hopes of 
those who fought the excessive property 
taxation 20 and 30 years ago. 

But the property tax still is an essen- 
tial part of our tax structure. As long as 
the over-all burden is as heavy as it is, 
we must of necessity diversify the forms 
of taxation by which we measure each 
man’s contribution. Ad-valorem taxes, 
which are gauged by the ownership of 
property as a major economic resource, 
serve to provide a better balance of the 
burden of government. 

Moreover, no other tax is equally well 
suited for imposition by small local 
jurisdictions. Land and houses stay put. 
The continued existence of local govern- 
ment seems to be tied to the property 
tax base. 

In the past two decades other sources 
of municipal income have sprung up: 
sales, business, and income or payroll 
taxes. They contributed 3% of the tax 
revenue of local governments in 1932, 
8% in 1942, 138% in 1953. But 87% of 
all locally collected taxes still come from 
property. Even in cities, property taxes 
account for three out of every four tax 
dollars. Between 1942 and 1953 local 
government expenditures went up $12.2 


billion; only $1 billion—less than one- 
tenth—came from local non-property 


taxes. 


Why property taxation decreased 

The relative decline of the property 
tax in the past 20 years was caused by 
several developments: 

1. State government, which used to 
receive a substantial part of its income 
from property taxes, virtually withdrew 
from the field. 

2. Several major functions which had 
been responsibilities of local government 
were partially or completely shifted to 
state or federal governments. This is par- 
ticularly true of public welfare, roads, 
and schools, the largest areas of non-fed- 
eral governmental activity. 

3. State and federal payments to local 
governments climbed from $56 million 
in 1902 to $605 million in 1927 and to 
$5.7 billion in 1953. They equalled 8% 
of locally-collected taxes in 1902, 14% in 
1927, and 55% in 1953. The states in 
turn started leaning increasingly on the 
federal treasury. Federal aid to states 
rose from $3 million in 1902 to $107 mil- 
lion in 1927 and to $2.6 billion in 1953. 
In fiscal 1955 it exceeded $3 billion. 

The intended purpose of grants-in-aid 
was the expansion of local services. But 
they also served to relieve local taxation. 

The needs of the activities which are 
currently financed by local governments 
are rising rapidly. The next ten years 
will see a population growth of 25 mil- 
lion, the greatest increase in any 10-year 
period in our history. Two-thirds of that 
increase, more than 17 million, will be 
in the age brackets under 20 or over 64 
years. Services for both groups will need 
to be vastly improved. Last not least, 
there already exists a multibillion dollar 
backlog of needed physical facilities— 
schools, hospitals, sewer and water works, 
etc. All this means that the expenditures 
of local governments will mount steeply. 
The question is whether the funds will 
be raised locally or at state and federal 


levels. 


Possible future policy 

The relative decline of the property 
tax in the past 20 years has been a major 
factor in the shift of responsibility and 
decision-making power from the local 
level to the state and from the state to 
the federal government. Looking toward 
the future we seem to face a choice be- 


tween two alternatives: 
1. We can continue the trend of trans- 
ferring activities and responsibilities to 














higher levels of government. We can e€as- 
ily foresee that such a policy will slowly 
but surely turn local governments—and 
eventually state governments—into mere 
field offices of the federal government. 
2. We can strengthen the fiscal powers 
of local government so that it can cope 
at least with its remaining responsibili- 
ties. This process will inevitably include 
a program of vitalizing the property tax. 


Current administrative weaknesses 


If we are to follow the second alterna- 
tive we shall need to correct the major 
shortcomings of the present property tax 
administration. They are: 

The 
exemptions has been increasing to a 


1. Exemptions. number of tax 
point where we are dealing less and less 
with a “general” property tax. Thirteen 
states grant homestead exemptions; 16 
states grant veterans’ exemptions from 
$500 up to Be- 
cause assessed values are only a fraction 


$5,000 assessed value. 


of current values, far more residential 
property escapes taxation than was in- 
tended. About a dozen states permit the 
exemption of new industrial property. 
Eight states do not tax personalty and a 
number of states make other concessions. 
Various studies have shown that exemp- 
tions are an ineffective and costly method 
of attracting industry. Exemptions are 
of course very popular with the groups 
for whose benefits they were enacted. 
But it is not widely realized how great 
an additional burden they place on un- 
favored property owners 

The federal government enjoys im- 
munity from local taxation. A few agen- 
cies make payments in lieu of taxes— 
VA, Atomic 
Housing and Home Finance Agency. 


Energy Commission, 
Other departments share revenues with 


state and local governments (forests, 
grazing, minerals). Some assistance is 
given to schools in federally affected 
areas. But many of these payments fall 
short of a fair contribution to local gov- 
ernment. What is needed—and was rec- 
ommended by the Commission on Inter- 
governmental Relations—is a compre- 
hensive system of payments in lieu of 
the federal 


government acquired land or buildings 


taxes in those cases where 
in recent years and operates facilities 
which serve essentially national purposes 
or commercial operations. 

Much government 
property which is used for proprietary 
operations, particularly in the utilities 
field, escapes taxation. Its share is shifted 
to the general taxpayer. 


state and local 


2. Rate limitations. Limitations on 
property tax rates have been used for 
almost a century but became more wide- 
spread in the early nineteen thirties. 
Nine states now have over-all rate limi- 
tations. Almost all states limit the prop- 
erty-taxing powers of their political sub- 
divisions. These limitations were estab- 
time the and 
standards of public services were much 


lished at a when scope 
lower than they are today. Debt limits 
which in almost all states are based on 
assessed valuations frequently prevent 
local governments from financing school 
buildings and other badly needed im- 
provements. These taxing and bonding 
limits are often cut to one half, one third 
or less of their statutory level by the 
practice of assessing property at a frac- 
tion of its full value. 

3. Fractional assessment. Constitution- 
al and statutory provisions notwithstand- 
ing, property has never been assessed at 
full value, with rare exceptions. In 1929 
real estate assessments in the U. S. to- 
talled $135 billion. It was estimated at 
the time that the true value was about 
twice as high. Since 1929 building costs 
we have built 
13 million homes at a value of $113 bil- 


have risen about 150%; 
lion and more than $100 billion worth 
of commercial, industrial, and other pri- 
vate construction. Deducting deprecia- 
the 
real estate may now be estimated at be- 
tween $600 and $700 billion. Real estate 
assessments in the U. S. total only $200 


tion, abandonments, etc., value of 


billion. In other words real estate is on 


the average assessed at less than one- 
third its current value. That varies, of 
course, from state to state, the ratio in 
New York being 65%, in Washington 
20%, in Idaho 13%. 


Fractional assessments 


Sometimes fractional assessments are 
rationalized by claiming that current 
prices are inflated. What is inflated is 
not the prices but our currency; we are 
dealing in 50 cent dollars. The price of 
real estate is expressed in the same dol- 
lars with which we pay taxes and with 
which cities and schools must pay their 
salaries and other costs. The 
that are set at 
values is an attempt to evade 


statement 
assessments “normal’ 
the clear 
mandate of the law. Nobody ever sug- 
gested that income be assessed for tax 
purposes at its ‘normal’ value or that 
sales taxes be computed on 1940 prices 
of merchandise. Appraisals of real estate 
for other than tax purposes—for banks, 
insurance, loan companies, prospective 
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buyers—do not seem to be plagued with 
a concept of “normal” value. 

In the 25 states where the state gov- 
ernment still receives some share of the 
property tax collections, there is positive 
encouragement to competitive under- 
assessment as a means of minimizing 
local contributions. Twenty four states 
distribute grants-in-aid on formulas 
based on local wealth as evidenced by 
assessed values. This system penalizes 
correct and rewards under- 
assessment. The so-called equalization 
ratios used in some states are, with few 
exceptions, fictitious. In 37 states local 
taxes are 


assessment 


State-assessed inter- 
county utility property. The owners of 
such 


levied on 


property are almost universally 
being overtaxed. The New York sys- 
tem of basing tax and debt limits not 
on assessed values but on valuations ad- 
justed to full market value effectively 
corrects the ills of fractional assessments. 

4. Uniformity of assessments. The laws 
of most states prescribe that property be 
assessed uniformly (if sometimes by 
classes) . No law is more flagrantly brok- 
en. John Sly said in his New Jersey prop- 
erty tax study, which he significantly 
captioned A Century of Inequities: 
“Never has so much money been raised 
from so many people so inequitably as 
in the of the 
local tax on real estate.”” Uniform treat- 


current administration 
ment, he said, was undiscoverable except 
The 


assessed to full value among the 21 New 


in isolated instances. ratio of 
Jersey counties varied from 16% to 56%. 
A recent Kansas study showed that coun- 
ty ratios varied from 12% to 49%. A 
Pennsylvania variations 
from 20% to 78%, an Idaho study from 
9%, to 26%, a Washington study from 
18% to 38%. 
multiplied. 


study showed 


The examples could be 


Intra-county variations 


Variations within counties are even 
greater than among counties. The men- 
tioned found property 


assessed at 10% or below. Much property 


reports much 
that had had buildings for years was 
listed and valued as vacant lots, or did 
not appear at ali. The school superin- 


[Roger A. Freeman is special assistant to 
the Governor of the State of Washing- 
ton. In 1954-55 he was a staff member of 
the U. §. Commission on Intergovern- 
mental Relations. His paper is based on 
a speech delivered at the 61st National 
Conference on Government of the Na- 
tional Municipal League.] 
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JOSEPH S. MARTEL DIES 
Joseph Sully Martel, editor of this 


department and until his retirement 
president of Mc- 
Robbins, Inc., died in 


in March a, vice 
Kesson ¢ 
Houston, Texas, on 1 pril 28. One of 
the best known and most widely re- 
spected of tax men, he had few peers 
in knowledge of the principles, prac- 
tice, and people of state and local 


taxation. 











tendent of Cook County, Illinois, re- 
cently went on a hunting expedition for 
unlisted property. He believes that when 
he completes his survey he will have un- 
covered at least $40 million worth of 
property that should have been assessed 
but has not appeared on the tax rolls. 
Are we making progress in getting all 
property on the rolls and making 
assessed values more realistic? Very slow- 
ly at best. The National Association of 
Assessing Officers found in a survey that 
real estate assessment in jurisdictions 
which account for about 30% of the 
national total had risen $2.2 billion from 
1953 to 1954. But new private construc- 
tion in 1953 totalled nationally $23.9 bil- 
lion. So _ the valuations 
equalled only a fraction of just the new 


increase in 


construction. 

Variations among individual pieces of 
property and omissions are due to in- 
competence of assessments, to insufficient 
staffing, and to failure to use up-to-date 
technical aids. Assessors’ offices are fre- 
quently given inadequate budgets. Var- 
iations among classes are due to a delib- 
erate if illegal policy. Rural property 
may be assessed higher or lower than 
urban property. The New Jersey study 
found that 


commercial property was 


assessed at an average of 49%, residen- 
In Cook County, 
Illinois, residential property is assessed 
at 30%, commercial property at from 
50% to 70% 


tial property at 29%. 


In Washington residential 
property is assessed at an average of 
19%, commercial property at 27% to 
38%. The reasons for these discrepancies 
are patent: there are more votes among 
owners of residential property than of 
commercial property. 

The assessment of personal property 
is even worse than that of real property. 
The New Jersey report calls it a scandal 
and a hazard. 


“Home rule” doctrine misapplied 


What all this adds up to is a break- 
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down of local property tax administra- 
tion. The situation exists only because 
taxpayers do not know how bad it is. 
Many governors have bitterly criticized 
property tax 
assessments. With rare exceptions, legis- 


the sorry condition of 


latures have closed their eyes to the dis- 
graceful situation or at best have taken 
half-hearted action. Courts have a record 
of more often hampering rather than 
helping attempts to correct these injus- 
tices. They seem to have difficulty dis- 
tinguishing between the appraisal of 
property, which is a technical process, 
and the power of taxation, which is part 
of the political process. There has been 
a reluctance to interfere with arbitrary 
and illegal methods because of a mis- 
taken concept of “home rule.” 


Assessors should be appointed 

We may ask: why is it that the prop- 
erty tax is in such bad shape while other 
taxes seem to be fairly well adminis- 
tered? What distinguishes the property 
tax from all other taxes? 

[he property tax in the United States 
is older than other taxes; its organiza- 
tion and methods are hopelessly out- 
dated. In no other tax field do we elect 
local administrative officials. But the 
great majority of property tax assessors 
are elective. It is quite likely that our 
income-tax administration would be in 
no better shape if the employees of the 
Internal Revenue Service were locally 
elected without regard to technical 
qualifications. 

[he appraisal of property, like the 
verification of income-tax or sales-tax 
returns, is a technical job which requires 
professional skill and knowledge. It is 
not supposed to be a policy-making job. 
The employees of the Internal Revenue 
Service or of the state tax department 
do not claim the discretion to apply the 
tax rates to 30% or 50% of a taxpayer's 
income or sales volume. But property 
tax assessors exercise such an authority. 

Che question is sometimes asked what 
difference it makes whether the size of 
the tax levy is raised or lowered by 
manipulating assessments or by adjust- 
ing tax rates. The difference is that the 
policy decision. is shifted from the legis- 
lative body to a single official. Instead 
of the representative bodies which are 
responsible for the operation of their 
governinental units, it is often the tax 
assessor who decides how much they can 
spend. 

\ long and disgraceful record has 
proven that local property tax adminis- 


tration except in rare circumstances does 
not function adequately. Sporadic at- 
tempts at improvement by local initia- 
tive or under state stimulation have at 
best been only temporarily successful. 
If we want property tax assessment to 
cease to be a political football then we 
must put it on a scientific and objective 
basis. An increasing number of people 
are coming reluctantly to the conclusion 
that this will not be accomplished until 
the appraisal of property is divorced 
from local discretion and bound by the 
same rules by which intercounty utility 
property is appraised in most states: uni- 
form standards on a state-wide basis, uni- 
formly applied. 


Sharp increases seen in 

state, local taxes for 1965 

IN ITS NEW sTUDY, Government Finances 
in 1965, the 
a sharp increase in state and local tax 


Tax Foundation foresees 


burdens and cites the possibility of a de- 
cline in federal tax rates. Given the cur- 
rent trends in the level of business ac- 
tivity, however, the study sees an over- 
all lessening of the tax burden at that 
time. 

Citing Census Bureau estimates of the 
population growth in the decade, the 
study notes: “The implication of the 
population projections for state and 
1953, 


expenditures for education made up 


local expenditures is clear. In 


more than a third of all state and local 
government general expenditures, and 
42%, of local government general ex 
penditures 

“With a 41% projected increase in the 
5-19 age population, it may be expected 
that the most important need and de- 
mand for increased government services 
in the next decade will be in education.” 

Ihe study says that government re\ 
enues and many categories of spending 
in 1965 “clearly will depend upon the 
growth of the economy over the next 
decade.” Changes in tax rates aside, 
revenues will be governed largely by 
the growth in personal and corporate in- 
come and expenditure. 

The population increases projected 
appear to imply, says the Foundation, a 
“high level” of business activity over the 
next decade. “Productivity per worke1 
apparently will have to increase more 
than in the past to keep pace, certainly 
with needs, and probably with demands, 
for output. “These projections, it is said, 
tendencies 


suggest that inflationary 


should outweigh tenden- 


deflationary 
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over the next decade. 
that the 
figures for 1965 


cies 
Noting federal spending 
“are more in the nature 
of possibilities than projections,” the 
study estimates they could top 1953’s 
high by eight per cent, and conceivably 
might dip 11% below that level. 
The study assumes $40 billion (ap- 
proximately the 1955 level) as a high 
for national security expenditures a 
decade hence, and $30 billion as a low. 
A $10 


spending would approximately offset, 


billion reduction in defense 
says the study, the projected increases 
in other federal expenditures. 

[f national security spending should 
be reduced to about $30 billion in 1965, 
estimates are made 


and “conservative” 


of other federal “Federal 


general expenditures should be reduced 


spendings, 


yy some $14 billion from the 1953 level,” 
says the study. With this picture (and 
1955 “there 
would be a federal surplus in 1965 of 


it the level of tax 


rates), 


$20 to $34 billion, excluding insurance 


trust fund accounts. If all of this pos- 
sible surplus were used for tax reduc- 
tion, current tax rates could be reduced 
by 28% to 397.” 

In the face of a projected population 
growth (19% in the 1953-1965 period), 
ind a likely rise in the gross national 
product, the study projects these sig- 
nificant factors of state and local govern- 
ment 


xpenditures for education should 


nearly double over 1953’s figure of $9.4 
billion—to a $18.8 


possible high of 


illion. 
Spending for highways ($5 billion in 
1953 double—to a 
sible high of $10.4 billion. The pos- 
ibility of a “large increase” in 


iid for highways is envisioned. A low of 


should also nearly 


federal 


$ billion and a high of $2.5 billion is 
1965. 


concludes: 


issumed for 
Che study “It is beyond 


e purpose of this study to make judg- 


ments on how tax rates, intergovern- 
mental payments, and expenditure pro- 
But it 


tax rates, 


erams ought to be 
1S likely 


changed. 


that state and local 
particularly property tax rates, will be 
raised to meet at least part of the pros- 
pective ‘deficit’ in state and local fi- 


nances 

And it is likely that the prospect of 
1 large Federal surplus will lead to some 
reduction in federal taxes ... but even 
though state and local expenditures in- 
crease relatively little as a percentage of 
a rapidly growing gross national prod- 
uct, the these ex- 


absolute increase in 


penditures will be very large. Extremely 


dificult tax problems are 








The following reports on significant 
new state tax decisions are provided 
of the 
Administrators. 


through the cooperation 


Federation of Tax 
They are adapted from Tax Ad- 


ministrators News. 











Income tax on interstate business up- 
held; Spector distinguished (La.) ‘The 
imposition of Louisiana’s net income tax 
on a common carrier engaged exclusive- 
ly in interstate commerce was upheld by 
the Louisiana Supreme Court in Fon- 
John I. Hay Co., decided De- 
The 


corporation which maintained an office 


tenot v. 
cember 12. taxpayer, a foreign 
and employees in the state, was engaged 
in bringing cargoes by watercraft into 
taking 
contended 


and and 
state. It 


that the tax violated the commerce and 


through Louisiana 


cargoes out of the 


due process clauses of the federal Con- 
stitution. 

Louisiana’s income-tax law taxes for- 
eign corporations on net income from 
sources within the state determined on 
an apportioned basis. The court held 
that the tax, neither in form nor in sub- 
stance, was imposed on interstate com- 
merce. It emphasized that it was neither 
a gross income nor a franchise tax and 
was imposed only after the taxpayer had 
ascertained all of its profits, losses, and 
expenses resulting from business con- 
held that the 
United States Supreme Court decision in 


ducted in Louisiana. It 
the Spector case in effect substantiated 
the validity of the The 


tax struck down by the high court in the 


Louisiana tax. 
Spector case was a privilege tax imposed 
on interstate commerce, the court said, 
while the Louisiana tax was on income 
earned in the state, not in the right to 
transport goods on waters located in the 


State. 


California “market value” standard re- 
quires capitalization of anticipated ac- 
tual income. In De Luz Homes Inc. et 
al. v. County of San Diego, decided 


November 25, 1955, the California 


virtually 
assured for state and local governments 
for the next ten years.” 
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Supreme Court held that in valuing a 
possessory interest for property tax pur- 
poses by the capitalized income method 
it is improper, when deriving the net 
income to be capitalized, to deduct from 
gross income an amount representing 
amortization of investment and rent 
paid for a leasehold interest. 

The case involved a Wherry Act mili- 
tary housing project constructed on hand 
leased from the United States. The lease 
was for 75 years, subject to termination 
by the government in 50 years, at $100 
annual ground rental, and provided that 
all taxes with respect to or upon the 
leased premises were to be paid by the 
lessee. The buildings and other improve- 
ments erected by De Luz became the 
property of the United States as they 
were completed, but all net income from 
subrentals was the property of De Luz. 

The assessor had imputed an income 
(before taxes) to the possessory interest 
by applying an 8%, rate to the fee value 
of the property (found by methods used 
in valuing similar property in the 
county) less a deduction for restrictions 
imposed by the lease. This imputed in- 
come, reduced by the (equalized) land 
rent and capitalized at 8%, gave present 
value, which, after an adjustment for 
overlooked burdens, was regarded as 
taxable value. 

The trial court directed the county 
board of equalization to derive annual 
net income by from 


deducting gross 


income operating expenses and an 
amount sufficient to amortize investment 
The 


(plus an allowance for 


in the property. remainder cap- 
italized at 6% 
taxes), and equalized at 35%, was to be 
entered on the tax rolls. In its specific 
findings the court found the possessory 
interest to have no present value: when 
separately capitalized for 52 years, the 
value of the taxpayer's net burdens until 
repayment of the mortgage in 1986 ex- 
ceeded the value of net benefits accru- 
ing thereafter. 


The 


methods of 


Supreme Court rejected the 


both the assessor and the 
trial court. The latter erred in allowing 
a deduction from gross income for 
amortization of the present owner's in- 
vestment; California’s market-value 
standard requires capitalization of antici- 
pated income of a prospective purchaser 
rather than the present cwner’s earnings. 
Allowing investment amortization is 
faulty both because it assumes a pre- 
knowledge of value and because the 
capitalized-income method automatically 


provides for a return of capital. Similar- 





564° 


The Journal of Taxation «+ 


ly, a deduction for rent paid by the pres- 
ent owner, which is part.of the value of 
the. property to the purchaser, is an 
allowance for investment which can be 
properly reflected only through an ad- 
justment in the capitalization rate. In 
allowing a rent deduction both the trial 
court and the assessor erred. 

The board of equalization was di- 
rected to take new evidence on antici- 
pated actual income (rather than im- 
puted income used by the assessor), Op- 
erating expenses, and a proper rate of 
capitalization. Taxable value of the 
possessory interest is the net income so 
derived capitalized for the remaining 


years of the lease. 


California sales tax on liquidating sale 
of utility. A private street railway com- 
pany’s sale to San Francisco of all its 
operating property was held subject to 
California sales taxes, the California 
District Court of Appeals, First District 
ruled in Market Street Railway Co. v. 
State Board of Equalization, on Novem- 
ber 18. From 1933 through 1948, the 
company had negotiated about 900 sales 
of its property totaling almost $3 bil- 
lion of which $2.9 billion represented 
the transfer of its operating properties 
to the city. The company had paid 
under protest taxes, penalties, and in- 
terest due on these transactions. 

The court ruled that the sales were 
taxable under the California law which 
imposed a tax for the privilege of sell- 
ing tangible personal property on all 
retailers measured by the gross receipts 
of all tangible personal property sold at 
retail. It held that the company consti- 
tuted a “retailer” and its sales as “re- 
tail sales” in accordance with the terms 
of the statute. Under the law, the “re- 
tailer” category includes every person 
making a sale at retail; a “retail sale’’ is 
a sale for any purpose other than resale 
‘in the regular course of business in the 
form of tangible personal property. 
“Business” is defined as any activity en- 
gaged in with the object of either direct 
or indirect gain, benefit, or advantage. 

The court denied the company’s con- 
tention that it could not be a retailer 
since it was engaged in the business of 
rendering services. The court held that 
a company could be both a consumer 
and a retailer and that its 900 retail sales 
placed it in the latter category even 
though it was a consumer of materials 
with respect to its principal activity. 
Since the sales tax was on the privilege 
of engaging in business, the company 
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argued that it could not be imposed on 
liquidating sales. The court denied this 
argument in the absence of any express 
exemption in the statute. 

Still another point was made by the 
company. Until October 1, 1944, two 
days before the sale, the Board of 
Equalization excluded from tax “‘any por- 
tion of the consideration paid in con- 
nection with the sales of an entire busi- 
ness.”” Two days after the effective date 
of the sale, the regulation was changed 
to apply the tax to that portion of the 
sale of an entire business representing 
the retail value of tangible personal 
property acquired for use rather than 
resale by the purchaser of the business. 
The company contended that since it 
had relied on the earlier ruling in fail- 
ing to report its sales, the state was 
estopped from collecting taxes, penal- 
ties, and interest. It justified its claim for 
estoppel on the basis that the sales tax 
act provided that the tax be collected 
“from the consumer insofar as it can be 
The court ruled that the state 
may be estopped where the taxpayer is 


done.” 


a mere collecting agency, but not where 
the tax is imposed on the complaining 
taxpayer. While the seller could pass the 
tax on to the buyer under the California 
law, the court held that the tax itself 
is imposed on the seller and the pay- 
ment of it was his primary obligation. 
The court, however, granted estoppel 
with respect to penalties and interest 
due on the sale of company properties 
to the city and on other sales made 
prior to its knowledge of the change in 
regulation. 


Limitation on deductions of nonresi- 
dents constitutional (NY). Nonresidents 
are not discriminated against by a New 
York law which allows them deductions 
“only if, and to the extent that they 
are connected with income arising from 
sources within the state and taxable to a 
nonresident taxpayer,” the New York 
Third Department 
ruled in Goodwin v. State Tax Commis- 


Appellate Division 


sion, on November 16. The taxpayer 
in the case resided in New Jersey but 
earned his entire income in New York. 
In his state income-tax return he was 
allowed deductions for expenses con- 
nected with the production of his in- 
come and for certain charitable contribu- 
tions. He was denied deductions for New 
Jersey real-estate taxes, interest on his 


home mortgage, medical expenses, and 
life insurance premiums up to $150. He 
challenged the constitutionality of the 


statute on the basis that the deductions 
denied him: were allowed New York 
residents. 

In upholding New York’s law the 
court cited United States Supreme Court 
decisions in Travis v. Yale & Towne 
Manufacturing Co. and in Shaffer v. 
Carter, which upheld the right of a 
state to tax the income of nonresidents 
and to allow residents to deduct losses 
both within and outside the state while 
limiting nonresidents to the deduction 
of losses incurred within the state. In the 
instant case, the court ruled that a provi- 
sion limiting deductions by a nonresi- 
dent to those connected with income- 
producing activities in the state is a 
necessary corollary to the principle of 
federal constitutional law which allows 
a state to tax only nonresident income 
derived from sources within its boun- 
daries. Conversely, since residents are 
subject to the state’s plenary taxing 
power, the court said they may be taxed 
on all income irrespective of source and, 
appropriately, be allowed deductions 
not connected with income-producing 
activities in the state. Accordingly, the 
court found no discrimination against 
nonresidents in New York’s income-tax 


law. 


Tax on California banks upheld. After 
lengthy litigation, California’s franchise 
tax as imposed on national banks has 
been upheld by the California Superior 
Court, Sacramento County in Security- 


First National Bank of Los Angeles v. 
Franchise Tax Board in a memorandum 
opinion given January 14. 

California’s corporation franchise tax 
is on the privilege of doing business and 
is measured by net income. Under its 
provisions corporations are taxed at a 
4 percent rate, but the rate on banks 
and financial corporations are deter- 
mined annually on a “built-up” basis 
which may not exceed 8 percent. The 
rate imposed on banks is the equivalent 
of the percentage that franchise taxes and 
personal property taxes paid by every 
corporation bears to total corporate in- 
come. The purpose of the “built-up” 
rate is to eliminate discrimination in 
favor of banks against other corporations 
resulting from the tax immunity of the 
former from personal property taxes. 

The court held that the California tax 
corresponded precisely to the fourth 
method of taxing national banks by 
Congress in Section 5219 of the Revised 
Statutes. This act, by amendment, au- 
thorized the taxation of national banks 
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iccording to or measured by the net in- 
come of the bank, with the provision 
that the rate be no -higher than the 
rates mercantile, 


highest of the upon 


inufacturing, and business corpora- 


The court held that there was no 
that 


LIONS. 


doubt the word “rate” as used in 


he act referred to comparative tax bur- 
den and not to arithmetical rate. 

It is recognized that misclassifications 
have resulted at times in a higher “built 
up” rate than would have been applied 
otherwise. However, the court concluded 
that a rough approximation is all that 
is to be expected and that if the stand- 
ards established by the federal law are 
not violated the method is valid, even if 
the taxpayer is able to prove some errors 


in the computation process. 


Steel firm taxed on gasoline sales to 
its employees, tenants, and customers 
(Mich.). A Michigan 


engaged in the business of buying and 


firm which was 
selling steel and which operated a steel 
warehouse also sold gasoline and related 
service-station products to its own ten- 
ants, employees, and to truckers hauling 
their products. The firm paid Michigan 
sales taxes on its steel operations but 


contended it was exempt from tax on 


the proceeds of its service-station sales 
because they were not transactions in the 
ordinary course of business and repre- 
sented the furnishing of services which 
were nontaxable rather than the sale of 
commodities. Taxpayer claimed that the 
gasoline and other station products were 
sold at cost with only a few cents added 
for the service rendered. 

Che 
denied and the sales in question held 
taxable by the Michigan State Board of 
lax Appeals on September 30, 1955 in 
Rolling Mill Products Co., Inc., v. De- 
partment of Revenue. The board ruled 


taxpayer's contentions were 


that even though the sale of gasoline 
and service-station products were limited 


o certain and 


customers were a com- 
paratively small percentage of the tax- 
payer's total sales, the transactions repre- 
sented the transfer of tangible personal 
property for consumption and use to 
came within terms 
The 


pointed out that the taxpayer's conten- 


others and therefore 


of the 


state sales tax act. board 
tion of a separate “service charge’’ was 


not supported by customer billings. 


Road use tax on private interstate mail 
carrier upheld (Va.). Dismissed for want 
of a federal question was an appeal in 


Crowder v. Commonwealth of Virginia 


in which the Virginia Supreme Court of 
Appeals upheld the imposition of the 
Sstate’s road-use tax on a private inter- 
state carrier delivering the mails for the 
federal The 


was imposed on the carrier’s gross re- 


government. road-use tax 
ceipts apportioned according to the ratio 
of miles traveled in Virginia to total 
mileage. The Virginia court dismissed a 
centention that since transportation of 
the mails is exclusively a federal func- 
tion, the taxation of a contractor en- 
gaged solely in the carriage of mail upon 
terms and conditions fixed by the Post 
Office Department resulted in a burden 
on the federal government. 


Use tax on property destined for inter- 
state system valid (Iowa). The purchase 
of tangible personal property from out- 
of-state by an interstate pipeline com- 
pany for use in the construction in Iowa 
of compressor stations and various build- 
ings for the housing of employees of the 
company was ruled a taxable transaction 
under the state use tax by the Iowa 
Supreme Court in Michigan-Wisconsin 
Pipe 
December 13. The company operated a 


Line Co. v. Johnson, decided 
pipeline system transporting natural gas 
from points in Texas through several 
states including Iowa to Michigan, Wis- 
consin, and other points. It contended 
that the purchases in question were 
exempt from the Iowa use tax under a 
provision which exempted property used 
in interstate commerce and because their 
taxation would result in violation of the 
federal commerce and due _ process 
clauses. 


In ruling the purchases taxable, the 


court held that the property, when 
brought into the state prior to its actual 
installation, had not then become a 


part of the interstate transportation sys- 
tem. The court stressed the fact that the 
tax was for the use of the property in 
Iowa and not upon a business of an 
interstate nature. Consequently, it ruled, 
there was no basis for construing the tax 


as imposed on interstate commerce. 


Sales tax due on sign rentals; not on re- 
pairs (Utah). A taxpayer engaged in the 
and 
of electric signs is subject to Utah sales 


manufacture, maintenance, rental 
taxes on rentals but not on charges for 
repairs, the state supreme court ruled 
in Young Electric Sign Co., Inc. v. Utah 
State Tax Commission, decided Septem- 
ber 28. In its billings for repairs, the tax- 
payer did not separate charges for serv- 
However, it deter- 


ices and materials. 
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mined that only about 6% of the billings 
were for materials. The court held that 
use of materials was only incidental to 
the services rendered and could not be 
assumed to constitute a substantial por- 
tion of the total outlay. 

The taxpayer also claimed that more 
than 50 percent of its receipts from 
rental agreements were charges for re- 
pair and maintenance and _ therefore 
were not taxable as sales. It cited a pro- 
which _re- 


vision in such 


the 


agreements 


quired installation, maintenance, 
and repair of the rented signs by the 
taxpayer. The court, in this instance, 
ruled that rentals were specifically tax- 
able under the sales tax law and that 
the elements which entered into such 
charges were not relevant to the ques- 
tion of taxability. 

One justice dissented from the ma- 
jority’s ruling that the repair charges in 
question were tax-free since material 
costs constituted only 6% of the total. 


The dissent stressed that the 6% ratio 


) 


reflected the cost of the materials to the 
seller, not the markup passed on to the 
customer, the magnitude of which the 
taxpayer had not divulged. From the 
point of view of equity and _ practical 
administration, the dissenting justice 
contended that the company should be 
compelled to collect the sales tax on the 
fair selling price of the materials, or if it 
would not disclose this information, then 
on the total billing. 


Sales tax attaches when trucks stop in 
state for changes (Mich.). Michigan’s 
sales tax was properly imposed on 
sales of trucks to an automobile delivery 
company when title to the trucks passed 
in Michigan although they were ulti- 
mately destined for out-of-state use, the 
Circuit Court of Ingraham County, 
Michigan ruled in Department of Rev- 
Jerry McCarthy Highland 


Ckevrolet Co., Inc., decided November 


enue Vv. 


14. In ordering the trucks, the company 
stated that delivery was to be made to 
a steel firm in Detroit. Upon delivery 
to this firm, certain mechanical changes 
were made in the trucks after which they 
were sent to several out-of-state terminals 
operated by the purchasing company. 
In an earlier review of the case, the state 
board of tax appeals had ruled that the 
momentary stopping of the trucks did 
not constitute delivery and that insufh- 
cient “local activity” had occurred to 
make them subject to Michigan sales 
taxes. The court, however, reversed the 
board’s ruling. 
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Department opposes proposed increase in 


minimum social security benefits 


i RE’S BEEN a good deal of talk about 
increasing the minimum social se- 
curity benefits to $55, $60 or $75 per 
month. We explained these a year ago 
(2 JYTAX 247), saying that before the 
1954 Social Security amendments passed 
Congress a provision was made requiring 
that a study be made with the view to 
determining the feasibility of increasing 
the minimum old-age insurance benefit. 

This study was undertaken by the De- 
of Health, 
Welfare and the results of the study are 


partment Education, and 


now available. The report embodies 
some eighty pages including numerous 
charts. The Summary and Conclusion 
should be of interest to all tax practi- 
tioners. It reads as follows: 

“As has been indicated, the proposed 
increases in the minimum would result 
in appreciable increases in the cost of 
the OASI program. The increase in cost 
on a level-premium basis for the $55 
minimum would be 0.6% of payroll; for 
the $60 minimum, 0.99%; for the $75 
minimum, 1.8%. 

“With a $55 minimum the savings in 
Federal grants to States for old-age 
assistance would amount to about 4% 
at present and about 8% in 1960. The 
comparable figures for a $75 minimum 
would be 10% now and somewhat under 
19 per cent in 1960. The additional 
expenditures for OASI in 1955 would 
amount to from 5 to 7 times the reduc- 
tion in the Federal share of assistance 
costs; for 1960 from 8 to 11 times. 

“Those who would benefit from the 
proposed increases in the minimum, 
aside from those people now on the rolls, 
would be widows whose husbands died 
before the recent improvements in old- 
age and survivors insurance, families 
where the wife had barely enough 
covered work to be insured, and people 
who had spent most of their lives outside 
of covered work such as doctors, lawyers, 
Federal employees, and investors. In 


addition there would be some regular 


lifetime workers in low-wage areas, such 
as Puerto Rico and the Virgin Islands, 
or in farming, with its low cash wage 
and considerable remuneration in kind. 
The chief group that would hurt by 
reason of paying additional contribu- 
tions without any benefit increases 
would be the regular, full-time, lifetime 
workers who supported themselves and 
their families throughout their lives by 
work in covered jobs. 

“It would seem very difficult to justify 
to the long-term contributors to the 
system, who even under present law re- 
ceive less in proportion to their contri- 
butions than do the short-term contribu- 
tors, that they must pay still higher con- 
tributions to help finance benefit in- 
creases for others while not getting addi- 
tional benefits themselves. Especially 
would this be true when it is considered 
that among those who would receive the 
increased amounts would be self-em- 
ployed doctors and Federal 
others whose 


lawyers, 
workers, investors and 
major source of support—income from 
noncovered work or investments — is not 
subject to the taxes that support the 
program. 

“Thus the provision of high minimum 
benefits not only would increase the cost 
of the program but it might also 
jeopardize the financing of the _pro- 
gram by decreasing the willingness of 
the long-term regular worker to support 
the system. In the opinion of the De- 
Health, 


Welfare there are values inherent in the 


partment of Education, and 
contributory, variable-benefit system that 
make it most important that no step 
be taken, however expedient it may seem 
in the short run, that would weaken the 
financial basis of the system.” 


Relief from withholding 
likely on non-cash pay 

IN NOVEMBER Of last year we drew atten- 
tion (3 JTAX 312) to the problem and 


unfairness of HR 542, which became 
law in August 1955, which exempted 
non-cash payments to retail commission 
salesmen from provisions of the with- 
holding law. We pointed out at that 
time that it would not seem equitable to 
grant this exemption only in the case 
of retail commission salesmen. Our com- 
ments drew support from various au- 
thorities. A later article written by Leslie 
Mills of the New York office of Price, 
Waterhouse and Company had this to 
say: 

“This is the type of legislation which 
leads to undue complications in the tax 
law. The problem is real, since it makes 
little sense to have to ask a salesman 
for cash for tax withholding when he 
wins an automoble in a sales contest, 
nevertheless a narrow provision like this 
is obviously tailored to a specific prob- 
lem, and does not represent sound policy 
for the tax structure. It is inevitable that 
expansion will be demanded to fit other 
needs,” 

Now we are pleased to note that on 
March 15, a bill (H.R. 9971) was intro- 
duced in the House of Representatives 
by Congressman Keogh which would 
grant the same exclusion from withhold- 
ing to all non-cash remuneration paid to 
all employees who are ordinarily re- 
munerated solely by way of cash. 

This bill has been referred to the 
Committee on Ways and Means. 

The time would seem to be right for 
employers and practitioners to request 
favorable consideration of this bill. It 
involves no loss of revenue whatever. 
It is merely a simplification which will 
eliminate one of the headaches presently 
confronting employers. 


The poor employer! 
more withholding 


WITH WITHHOLDING taxes becoming more 
general and an ever increasing problem 
to employers, Kentucky has taken a step 
which may be the straw that breaks 
the camel’s back. 

Already employers in the City of 
Louisville, for instance, are required to 
withhold from employees, Federal In- 
come Tax, State Income Tax and City 
of Louisville Income Tax. Add to this, 
then, the enabling legislation which was 
approved by the Governor on February 
24, 1956 whereby a license tax on wages 


of no more than 14 of 1% 


4 may be im- 


posed by any Board of Education lo- 


cated in a county containing a city of 
the first class (Louisville only) . 











L 
tion 
it n 
ing 
tax 
to t 
spe 

P 


day 


De 


ne 


De! 
nev 
wat 
not 
of 1 
anc 
tha 
bill 
Th 
ofh 
ne\ 
has 
ref 
mit 
Le: 


ot 


O 
th 
M 


be 
wl 














Luckily, before any Board of Educa- 
tion can levy this new withholding tax, 
it must first adopt a resolution indicat- 
ing its intention to impose the license 
tax following which it must be presented 
to the voters of the School District at a 
special election called by the Board. 

Perhaps the referendum will save the 


aay Ww 


Delaware proposes entirely 
new type of payroll tax 


DELAWARE has in its legislative mill a 
new kind of payroll tax which bears 
watching. It seems new in concept, and 
not in harmony with our present ideas 
of revenue raising. 

[he proposal passed both the House 
and the Senate in February. It seems 
that immediately after passage of the 
bill the Delaware Legislature recessed. 
rhe bill was not signed by the presiding 
ofhcers of the House and Senate and 
never did go to the Governor. Now it 
has been recalled by the Senate and 
referred to the Senate Finance Com- 
mittee where it will remain until the 
Legislature reconvenes on May 28. 

Latest word is that certain legislators 
feel that expected revenues from cur- 
rent taxes will be sufficient at least until 
June 30, 1957 and that under the cir- 
cumstances the two million dollars ex- 
pected to be raised by this business pay- 
roll tax will not be needed. Be that as 
it may, the proposal itself is worth re- 
view. This business payroll tax is a com- 
pletely new kind of tax. It is imposed 
on the employer. The rate of 14 of 1% 
is applied to wages paid by the employer 
in excess of $50,000 per year. This is 
neither a corporation income tax nor 

it an individual income tax withheld 
by the employer. In its effect it is similar 
o the State Unemployment Insurance 
tax in that it is levied at a specified rate 
on wages paid by the employer and is 

expense of the employer. However, 
unlike the State Unemployment Insur- 
nee tax, the revenues derived from this 
measure are for general rather than 
specihc purposes. 

It will be interesting to see whether 
this proposal will be attractive to any 


other taxing authorities. 


OASI costs much higher 


than predicted 20 years ago 
MorE THAN 100 appearances were made 
before the Senate Finance Committee 
when it held public hearings on HR 


leks 


725, the bill to liberalize social security 
benefits. 

Of all these appearances one para- 
graph introduced among the comments 
of W. Rulon Williamson, who for 10 
years was actuarial consultant to the 
Social Security Board, bears repetition. 
We quote: 

“It is impossible to foretell costs either 
absolutely or relatively. But the 1955 
outlay was more than 5 times that set 
down in 1935 as the expected 1955 bur- 
den, the proportion of aid from interest 
was less than expected, the prospective 
upthrust much more serious. It would 
seem that the method of presenting po- 
tential costs is subject to giving an un- 
warranted assumption of definiteness as 
to ‘the road ahead’, minimizing the 
seriousness of bequeathing great liabili- 
ties instead of great assets. The unfair- 
ness to our future citizens must bring 
some sort of reaction, if those citizens 
have any grasp of what we are doing to 
them.” 


Maryland excludes 
supplemental benefits 


THE Maryland Unemployment Compen- 
sation Law as amended, effective June I, 
1956, provides for the specific exclusion 
from the definition of wages of supple- 
mental unemployment benefits paid by 
an employer to a plan or system. ‘Thus, 
such payments will neither be subject to 
unemployment contributions, nor will 
the supplemental benefits cause loss of 
state benefits. 


Virginia adds many firms 
to unemployment tax rolls 


In VirGINIA effective January 1, 1956, 
an employer of four or more individuals 
for 20 weeks within the current or pre- 
ceding year, but not prior’ to 1956, is 
liable for state unemployment contribu- 
tions. Before 1956 employers were liable 
when eight employees were employed 
20 weeks. The definition of “wages” was 
changed to include supplemental un- 
employment benefits under any private 
plan financed in whole or in part by an 
employer. 

An employer may now qualify for a 
reduced rate after his account has been 
chargeable with benefit wages for one 
year; formerly it was three years. Also, 
benefit wages include up to $2,016 of 
base period wages; this was formerly 
$1,536. 

Benefits payable to claimants will 
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range from $8 to $28 for a duration of 
8-18 weeks. This was changed from $6 
to $24 for a duration of 6-16 weeks. 

The disqualification for misconduct 
and refusal of suitable employment was 
increased to range from 7-11 weeks. This 
formerly was 5-9 and 6-9 weeks respec- 
tively. Voluntary quit disqualifications 
were increased from five weeks to sever 
weeks. w 





Privately endowed library may elect 


social security coverage. A library or- 
ganized with private funds as a nonprofit 
membership corporation and receiving 
2/3rds of its income from the city is 
not considered a wholly owned instru- 
mentality of the state for purposes of 
the social security act. A waiver cer- 
tificate filed to elect coverage for its 
employees will not be rendered ineffec- 
tive even if the employees participate 
in the city’s retirement system. Rev. 
Rul. 56-88. On the other hand, a non- 
stock library corporation organized 
under the charter of a city, and man- 
aged by a board appointed by the city 
and county officials, is a wholly owned 
instrumentality and its employees are 
excepted from coverage. Rev. Rul. 56-89. 


Summer music camp qualifies as a 
school. A summer music camp, exempt 
from income tax under Sec. 501 (c) (3), 
which offers regular courses of instruc- 
tion in music and various other arts 
qualifies as a “school, college, or uni- 
versity” under the social security act. 
Services performed for it by its stu- 
dents who are enrolled and are regu- 
larly attending classes are excepted from 
“employment” for social security cover- 


age. Rev. Rul. 56-87. 


Parsonage not subject to social security 
tax. A duly ordained minister who elects 
social security coverage should exclude 
from his self employment earnings the 
value of a home furnished him, or the 
cash rental allowance in lieu of a home 
Rev. Rul. 56-85. 





BINDERS for The Journal of Taxation 
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42nd Street, New York 36. 
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TAX ASPECTS OF ESTATE PLANNING 


Estate & gift taxation 


OF INTEREST TO TAX PRACTIONERS 





Joint tenancy may be more useful for 


tax purposes under new Code and inflation 


r I VHE whether 
should put title to their property in 


joint tenancy is generally answered in 


QUESTION OF people 


the negative. But the new Code, the 
intent of the survivor as to property 
disposition, and creeping inflation call 
for a new look at the question. Paul E. 
Basye, San Francisco attorney, re- 
appraised the desirability of joint ten- 
ancy in 30 Journal of the State Bar of 
California 504. We thought his discus- 
sion was of substantial timely interest, 
so we obtained permission to present the 


following applicable quotation: 


Gift taxes applicable to joint tenancies 


It has become quite common for many 
husbands and wives to take title to prop- 
erty in joint tenancy. It comes as a 
distinct shock to learn that a gift tax 
may be incurred when the consideration 
is furnished by one of them alone. The 
very creation of a joint tenancy out of 
separate property effects a transfer of 
property to the other spouse and con- 
stitutes a gift. Prior to the Revenue Act 
of 1954 this was clearly the case, al- 
though a marital deduction has been 
available since 1948. Under the Revenue 
Act of 1954, however, the creation of a 
joint tenancy as between husband and 
wife in real property is not treated as a 
gift for federal gift-tax purposes, re- 
gardless of the amount or proportion of 
furnished by that 
spouse, unless the donor elects to treat 


the consideration 


it as a gift. A gift tax accrues only upon 
the termination of such joint tenancy, 
other than by death, to the extent of 
the proceeds retained by the non-con- 
tributing spouse. 

Joint tenancies between husbands and 
wives are converted into 
community 
property. No gift-tax liability attaches to 
these conversions.! The value of the in- 
terests of each spouse is just the same 


frequently 


tenancies in common or 


before the conversion as afterwards. 
Similarly no gift-tax liability is incurred 
by converting tenancies in common or 
joint ten- 


community property into 


ancies. 
Estate taxes applicable to joint tenancies 
Under the federal estate-tax law, joint 


taxed on the death of 
one tenant on what might be character- 


tenancies are 


ized as the “contribution theory.” That 
is, the entire value of the joint tenancy 
property is included in the gross estate 
less that portion which originally be- 
longed to the survivor and was not 
acquired from the deceased tenant for 
less than adequate and full consideration 
in money or money’s worth. Thus joint 
tenancy property having its origin in the 
separate property of the decedent is in- 
cluded in his gross estate. The marital 
deduction is available, however, if the 
surviving joint tenant is the spouse of 
the decedent. 

On _ the 
property 


other hand, joint-tenancy 


originating in the separate 
property of the survivor is not included 
in the gross estate of the decedent, be- 
cause no contribution was made by him 
to the creation of the joint tenancy. 
Joint-tenancy property held by hus- 
band and wife originating in community 
property presents some special problems. 
The marital deduction is applicable to 
joint tenancies held by husband and 
wife. Under the Revenue Act of 1948 
only a decedent’s interest in community 
property is included in his gross estate. 
Also under this same act a marital de- 
1 Sullivan’s Estate v. Commissioner, 175 F. 2d 
657 (C.A. 9th, 1949); Rickenberg v. Commission- 
er, 177 F. 2d 114 (C.A.-9 1949), cert. den. 338 
U.S. 949. There is one important exception to 
this statement since the Revenue Act of 1954. If 
a tax-free joint tenancy were created by husband 
and wife in real property for which the consid- 
eration was furnished by one spouse alone, its 
subsequent conversion into a tenancy in common 
or community property would result in a taxable 
gift under IRC Section 2515(b) ‘because of its 
termination other than by death and the reten- 


tion by the non-contributing spouse of more than 
his contribution. 


duction is available up to one-half of the 
decedent’s adjusted gross estate passing 
to his surviving spouse. Since the pur- 
pose of the marital deduction is to give 
people in non-community-property states 
the same treatment that is available in 
community-property states, it would be 
an anomaly if both a marital deduction 
and also a community-property exclu- 
sion were available. Nevertheless, there 
is one situation in which this is possible. 
If community property was converted 
into joint tenancy property before 1942, 
each joint tenant is treated as having 
contributed one-half to the joint ten- 
therefore only one-half of the 
value of the joint-tenancy property is 


ancy; 


included in the gross estate of the de- 
ceased spouse. But the marital deduction 
is also available to the surviving spouse 
with respect to that same one-half. This 
gives rise to the three-quarters—one- 
quarter rule with the astounding result 
that only one-fourth of the joint-tenancy 
property is taxed. However, if the con- 
version was made after 1941, the joint- 
tenancy property having its origin in 
community property is treated as com- 
munity property, with the result that 
although only one-half is includible in 
the gross estate, the marital deduction 
is not available. 


Income taxes applicable to joint 
tenancies 


For income-tax purposes joint tenants, 
whether related by marriage or not, are 
treated as equal co-owners of joint ten- 
ancy property. Each must report his pro- 
portionate part of the income received 
from the property. 

The most important aspect of joint- 
tenancy property insofar as income taxes 
apply is its cost basis in determining gain 
or loss on disposition after the death of 
one of the tenants. It is well known, 
of course, that the separate property of a 
decedent acquires a new basis upon his 
death which is entirely independent of 
its original cost or other basis. Similarly, 
all the community property of a hus- 
band and wife, and not merely the de- 
cedent’s half, acquires a new basis upon 
the death of either. The very opposite 
rule has applied in the case of joint 
tenancy property. Prior to the Revenue 
Act of 1954 the basis of joint-tenancy 
property for determining gain or loss 
on its subsequent disposition was un- 
affected by the death of one of the joint 
tenants. Since each tenant has always 
been regarded as having been seised 
of the whole, his original basis continued 
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for the entire property. This was no 
more than a logical application of feudal 
property law, although it resulted in 
striking inequities when compared to 
property held as community property or 
as tenancy in common at the date of 
death. Where property has a_ higher 
value at death than its original cost, 
ownership by the community has clearly 
been the most advantageous form, with 
tenancy in common taking second place 
ind joint tenancy the least desirable. If 
values have depreciated during the 
period of holding, joint tenancy is clear- 
ly the most advantageous form of owner- 
ship. With inflation continuing almost 
unabated, onwership in joint tenancy 
has become the least desirable for in- 
come-tax purposes in computing capital 
gvalns. 

Some relief has been provided under 
the Revenue Act of 1954. With respect 
to decedents dying after 1953 a new 
basis is provided for  joint-tenancy 
property to the extent that any con- 
tributed portion of or interest in such 
property is included in the gross estate 
of the deceased joint tenant for federal 
estate-tax purposes. This new basis is 
the value at death of that portion of the 
joint tenancy property which is included 
in the gross estate of the deceased joint 


ant, plus the old basis of the remain- 


ing portion. In effect, there is a theoreti- 


il partition of the property at death 
based upon the individual contributions 
of the joint tenants to the end that the 
share of the deceased joint tenant is 
given a new basis. For example, if the 
deceased joint tenant had contributed 
the entire purchase price of the prop- 
erty, it is entirely included in his estate 
) 


and 


therefore all of it acquires a new 
basis. Or if both tenants contributed 
equally to the purchase of point-tenancy 
property, or if community funds were 
used in its purchase, only one-half re- 
ceives a new basis and the original basis 


of the other half continues. 


Advantages under inflation 

Chus, if we are still in a period of 
inflation, and property has appreciated 
between the date of acquisition and the 
date of death, assuming that property is 
acquired with community funds, its 
ownership by husband and wife as com- 
munity property remains preferable to 
their ownership in joint tenancy, be- 
cause the entire community property 
acquires a stepped-up basis, whereas only 
one-half of joint tenancy property ac- 
quires a stepped-up basis. 


It should be kept in mind that the 
foregoing discussion assumes that the 
surviving joint tenant makes a sale or 
other disposition of the property. Much 
of the argument of estate-planning an- 
alysis which discourages ownership in 
joint-tenancy form assumes that the sur- 
viving joint tenant will make such a 
sale. In recommending one form of con- 
current ownership over another, the in- 
tention and probable plan of spouses in 
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relation to a particular piece of prop- 
erty and the possible income taxes re- 
sulting from a sale or other disposition 
should be weighed against the combined 
effect of estate and inheritance taxes, 
gift taxes, and the expenses of probate 
and administration. Although joint ten- 
ancies are still at a tax disadvantage in 
the case of valuable property, at least 
some of the inequitable tax treatment 
has been ameliorated. Ww 





Property previously taxed is net after 
estate tax paid by heir. Taxpayer-estate 


claimed a deduction for property pre- 
viously taxed. The property was certain 
shares of stock received by the decedent 
from her father. In 1931 he had made 
her a joint owner but the property was 
included in his estate upon his death in 
1947. The daughter had paid her share 
of the tax on the father’s estate. The 
Commissioner argued that the property 
was not properly includible in the 
father’s estate, a gift having been made 
in 1931. The court upholds the taxpayer 
on this point, but the credit is allowable 
for the net value of the property re- 
ceived from the previous estate, there- 
fore the estate tax paid by the daughter 
must be deducted. Plessen Estate, 25 TC 
No. 155. 


Estate-tax refund claim need not ask for 
attorneys’ fees in connection with it. 
The executors filed a claim for refund 
based on the erroneous inclusion in the 
gross estate of the proceeds of an insur- 
ance policy. No specific claim was made 
for a deduction on account of attorneys’ 
fees to be paid if a suit for refund should 
prove necessary. However, when suit was 
actually commenced in the district court 
the executors specifically requested 
allowance of a deduction for attorneys’ 
fees. The court held this was sufficient 
compliance with the Regulations. The 
general rule stated in the Regulations 
is that each ground for refund must 
be stated in the claim. However, there 
is a specific provision that attorneys’ fees 
in connection with the prosecution of a 
refund claim shall be claimed when the 
deficiency is contested or refund claim 
Estate, CA-7, 4/ 


prosecuted. Bohner 


10/56. 

Estate tax lien on property is di- 
vested by sale to bona fide purchaser. 
A surviving joint tenant is personally 


liable for the estate tax on the jointly- 
owned property, and the government 
has a lien on the property to the extent 
of the tax. However, the Code provides 
that this lien is divested by a sale to a 
bona fide purchaser for a full considera- 
tion, even though the purchaser is pre- 
sumed to know of the lien. The lien 
then attaches to the other property of 
the surviving joint tenant. Rev. Rul. 
56-144. 


Grantor estate includes transfer in trust 
(he retained a life interest) less life in- 
terest given spouse. Decedent and _ his 
wife as settlors transferred certain prop- 
erty to an irrevocable trust, each to re- 
ceive one-half of the income, with the 
entire income to the survivor for life. 
The remainder at the death of the sur- 
viving settlor was to go to their children. 
In effect the decedent made a transfer by 
which he gave a remainder interest to 
children, a life interest in half to his 
wife, and retained a life interest for 
himself in half. If there were any doubt 
that this property is includible in his 
estate because he retained an interest 
“for a period, not ascertainable without 
reference to his death,” as specified in 
the Code, the doubt is dispelled by the 
committee Technical 
Changes Act of 1949. The value of the 


reports on the 


property, less the value of the wife’s life 
interest, is includible in the estate. As 
the estate was not large enough to pay 
the expenses and taxes, the trust ad- 
vanced funds to the estate sufficient to 
leave a sum for distribution to the 
widow. This distribution was not from 
assets received from the decedent and 
was not allowable for the marital deduc- 
tion. Hohensee Estate, 25 TC No. 148. 


No estate tax on executive's deferred- 
compensation contract; it had no market 
value. Decedent was executive head of 
Gimbel’s department store when he 
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52. He 


working under a written contract of em- 


died suddenly at the age of was 


ployment, originally for a year, extended 


on a month-to-month basis. Under the 


contract he was entitled to contingent 


payments of $6,000 a year for 15 years 


(in addition to his salary of $50.000). 


Che contingent payments would be for 


feited if he worked for a competitor, etc. 


[The Commissioner included in his gross 
estate the present value of the right to 


receive $6,000 a year for fifteen years. 


This the court holds was error. Several 


dealers in remainders and future in- 


terests testified that immediately prior 
to decedent’s death the contracts had no 


fair market value—he might act in a 


way to forfeit the right, and considering 
his age, ability, and earning power it 
was not at all unlikely that he would. 
The Commissioner would be correct 


only if the estate is valued as of the mo 
ment succeeding death, when the possi- 
ceased, but it is not so valued. 


1 ie Fa 


bility 
Blum Estate (Goodman, Exec. 
Survivorship annuity valued as of hus- 
band’s death; thus not reduced by de- 
cedent’s expectancy. Decedent was em- 
Life In 


\s part of a group 


ployed by the Metropolitan 


surance Company 
plan he was issued an annuity providing 
for retirement income to himself and 
survivorship benefits to his wife and son. 
1944 


in the refund 


Decedent died in Since it was not 


mentioned claims the 
executor could not contest the taxability 
under the 1939 Code, 
(184 F. 2d 427). 


that a wife’s an- 


annuity, 
Higgs 
( The court held there 


of the 
under the Case 


nuity was not taxable in the husband's 
estate.) It had been purchased by the 
employer and decedent made no transfer 
Che held 


nuity was to be valued on the basis of 


respecting it. court this an- 


corresponding annuities issued by 


Metropolitan based on the age of the 
widow at the time of death. It rejected 


the estate’s argument that valuation 


should be made at the instant before 
death and thus reduced by virtue of de- 
cedent’s then life expectancy. The trans- 
fer being taxed does not come in exist- 
until death Christiernin 


DC NJ, 3/2/56. 


ence occurs, 


Estate 


$10,000 promised to confidential em- 
ployee allowed as estate-tax deduction. 
had been 
Sur- 


charge proceedings had been brought 


Decedent, an elderly widow, 


executrix of her husband’s estate. 
against her and she felt her best witness 


would be her long-time confidential sec- 


June 1956 


retary, who had also worked for her hus- 
band. Decedent promised her $10,000 
for her work on this matter if she would 
stay in her employ. After decedent's 
death her daughter paid the $10,000. 
The court allows it as a liability. Pre- 
paid fire-insurance premiums on rental 
property of the decedent are an estate 
asset. Their expiration and other ex- 
penses related to this property are not 
allowable as an administration expense 
in the absence of proof they were not a 
cost of producing income. The proper 
deduction for liability of surcharge is 
determined by the Reeves, 
1956-69. 


also court. 


CCM 


Widow’s agreement to take weekly sum 


from testamentary trust a_ terminable 
interest. Decedent bequeathed his widow 
a life estate in two pieces of real prop 
erty and named her as one of the bene- 
ficiaries of a trust. However the trustees 
were given absolute discretion as to the 
amounts of principal and income to be 
and the _ beneficiaries to 
She 


with the 


distributed 


whom to pay it. entered into an 


agreement trustees to accept 
$50 a week for life. The court holds the 
agreement was not renunciation of the 
will and an election to take dower; nor 
was it a purchase by the trustees of her 
dower rights. The payments she was to 
receive were in effect provided by the 
decedent’s will: the trustees merely 
agreed to exercise their discretion in this 
way. Her interest was therefore only for 
life and as such terminable and not in 
marital deduction. 
146. 


cludible for the 
Kleinman, 25 TC No. 


Gift of foreign land taxable. Although 
the estate tax specifically exempts real 
United 
States, and the gift tax is generally held 


property situated outside the 
to be complementary to the estate tax, 
that 


tended to exempt gifts of such property 


it does not follow Congress in- 


from the gift tax. Instead, the court 
finds the failure to provide specifically 
for such exemption was purposeful. The 
gift of Canadian land to the taxpayer's 
sons is taxable. MacDonald, DC Mass., 


2/97 


3/27/56. 


State law gives property to widow in- 
qualifies for 
marital deduction. Decedent bequeathed 


defeasibly; it therefore 
one-third of his estate to his wife “if liv- 
ing at the time of the distribution of my 
estate.” After hearing the testimony of 
several attorneys who were experts in 


the applicable South Dakota law, the 


court concluded that this was equivalent 
to a bequest to the wife “if living at the 
It thus created an 


time of my death.” 


indefeasibly vested interest qualifying 


g 
The 


was also influenced by the fact that the 


for the marital deduction. court 
decedent, an eminent lawyer, made the 
will shortly after the enactment of the 
Revenue Act of 1948 and obviously in- 
tended the bequest to qualify for the 
marital deduction newly-provided by 
that act. Kellar Estate, DC S. Dak., 2 


28/56. 


Marital deduction for joint property; 
will didn’t make interest terminable. De- 
cedent and his wife had executed a joint 
and mutual will which, under the ap- 
plicable Nebraska law, would limit the 
survivor's interest in property passing at 
death to a life estate with limited powel 
to invade. The 
that the effect of 
vert joint-tenancy property, in which the 


full 


ownership, into a terminable interest 


Commissioner argued 


this will was to con- 
survivor would otherwise enjoy 
not qualifying for the marital deduction. 
But the court determined that the will 
had no effect on the joint-tenancy prop- 
erty; the survivor had complete owner- 
ship. He had the right to dispose of the 
property though he might be liable fos 
breach of the contract to leave it as se 
out in the will. The marital deduction i 
Estate, CA-8, 10 


allowable. Peterson 


11/55. 


Estate taxable on only one-half of in- 
come from community property. {Acqui 
escence.| ‘Taxpayer was the estate of a 


Texan who had died owning property 


in community with his wife. The Tax 
Court held the estate taxable on only 
half of the income which arose from 


the community property during admins- 
tration. Woodward Estate (Barnhill 
Exec.), 24 TC No. 95, acq. IRB 1955-10. 


No additional gift exclusion for gift to 
donees jointly after gifts to same donees 
1951 


separate gifts to his son and his son’s 


separately. In taxpayer made 
wife. In reporting these gifts, the donot 
claimed two annual exclusions of $3,000 
each. During the same year he made a 
further gift to them jointly and deducted 
a third annual exclusion of $3,000. The 
court holds that even though under local 
law the joint gift created in the donees 
an estate of entirety, the latter was not 
a separate entity for gift tax. The third 
annual exclusion is disallowed. Buder 
Estate, 25 TC No. 112. 
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Effort being made to limit capital gains 


treatment on oil, gas, other mineral payments 


\ BLOW to some of the advantageous 
ed oil, gas, and other mineral payments 
ippears in HR 9559, introduced recently 
by Representative Wilbur Mills. The 


proposal covers many matters of im- 


capital-gains treatment now afford- 


portance to the oil industry; it should 
be read thoroughly and analyzed to 
determine effects on oil operations. 

Mr. Mills says the proposal has a two- 
fold purpose: (1) to change the tax 
treatment of sales, exchanges, transfers 
and gifts of oil, gas, and production 
payments; and (2) to restore the 1939 
Code rules for determining oil and gas 
property interests. 

[he primary purpose of the bill is to 
prevent proceeds from sales of oil, gas, 
and other mineral payments from receiv- 
ing capital-gains treatment. The bill is 
recent court de- 
held that oil 
payments are 


intended to overrule 
and 
property 
interests like royaity and operating in- 
entitled to 
the same tax treatment upon their sale. 


cisions which have 


other mineral 


terests, and, therefore, are 
Under these decisions, taxpayers owning 
royalty or operating interests in natural 
resources, such as oil, can convert ordin- 
ary income into capital gains by periodi- 
cally selling oil payments from their 
royalty or operating interests. The effect 
of the bill is to treat the sale of oil, gas, 
and production payments as the sale of 
income and not the sale of an interest 
in property. 

However, this general rule is not to 
apply to transfers of oil or other pay- 
ments where the proceeds received are 
pledged for use in the development of 
the property from which payment is 
carved; nor does the rule apply where an 
oil or other payment is conveyed in re- 
turn for services or materials used in 
the development of the property. This 
exception is intended to preserve the 
status quo with respect to the develop- 


ment of mineral leases by joint ven- 
It has long been settled that 
assignments of interests in minerals prior 


tures. 


to production, whether in the form of a 
mineral payment or a royalty interest, in 
return for money, services, or materials 
pledged for development of the property 
is not a taxable exchange on the theory 
there is an implied trust or agency that 
the consideration received is to be used 
for exploration and development of the 
property and not for the personal use of 
the owner of the lease. 


Royalties not affected 

Oil payments and other mineral pay- 
ments are distinguishable from royalty 
and operating rights in that the latter 
entire oil or 


interests extend to the 


mineral resources and as such repre- 
sent fractional forms of property rights; 
whereas, oil payments and other mineral 
payments are a right to income from a 
royalty or operating interest for a 
limited time or amount. This bill does 
not change the tax treatment of royalty 
or operating interests. Under the bill, 
the term “production payments” in- 
cludes sulphur payments, carved-out ore 
payments and “term royalties” (a royalty 
interest for a term of years) but is not 
intended to cover entire royalty or op- 
erating interests which revert to the 
landowner if there is no production. 

In order to conform to the general 
rule treating mineral payments as in- 
come, the provision relating to non- 
taxable exchanges of similar income-pro- 
ducing property (Section 1031) is made 
inapplicable under the bill to exchanges 
Conse- 


and similar 


quently, an exchange of an oil payment 


of oil payments. 
for income-producing real estate, such 
as a ranch, would be taxed like a sale. 
This general rule is also made applicable 
to transfers of oil and similar payments 
to and from corporations. Thus, a cor- 
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poration cannot declare a dividend of 
an oil payment and avoid taxation on 
its royalty income; 


Oil and gas taxation »* 


nor can a_ high- 
bracket taxpayer transfer an oil payment 
to a lower-bracket corporation and avoid 
taxation on his royalty income. 
Additionally, the income status of oil 
and similar payments is extended under 
the bill to gifts. Thus, the donor of an 
oil payment is taxed as the oil income 
is produced even though such income 
is received by the recipient of the pay- 
ment. However, an exception is pro- 
vided where a taxpayer transfers an oil 
or similar payment to a charity and such 
payment is payable for at least two years. 
Additionally, where the donor to a 
charity of an oil or other payment re- 
tains an interest in the underlying royal- 
ty or operating interest, which is worth 
more than 5 per cent of the transferred 
payment, the donor will not be per- 
mitted to deduct the value of the pay- 
ment as a charitable deduction. The 
charitable deduction provisions in the 
bill are consistent with provisions re- 
lating to charitable deductions of two- 
year Clifford-type trusts in the Code 
(Sections 170(b)(1)(D) and 673(b)). ‘They 
are intended to recent court 
decisions whereby taxpayers have, in 


overrule 


effect, obtained double deductions by 
transferring 
The 


donors have avoided paying a tax on the 


short-term oil payments, 


double deduction results because 
mineral income transferred and at the 
obtained a charitable 


deduction for the of the 


same time have 


value trans- 
ferred income. 

The provisions of the bill relating to 
oil, gas, and production payments are 
applicable to transactions consummated 
after February 27, 1956. 

The second portion of this bill is in- 
tended to eliminate the application of 
the property aggregation rules under 
Section 614 of the 1954 Internal Rev- 
enue Code to oil and gas interests and 
to reestablish the oil and gas property 
rules as they were under the 1939 Code. 
It is understood that these property 
aggregation rules were intended to cover 
problems peculiar to the mining in- 
dustry. However, they cover all natural 
resources taxed under the 1954 Code. 

The provisions of the bill restoring 
the 1939 Code rules determining oil and 
gas property apply to taxable years be- 
ginning after December 31, 1955, except 
that taxpayers may elect within 90 days 
after the enactment of the bill to apply 
these rules retroactively to all years 
covered by the 1054 Code. ve 
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Entertainment expenses, deferred pay, 


fringe benefits discussed at AIA conference 


W WENT to the American Institute 
of Accountants’ conference on tax 
planning for business executives. last fall, 
and came away feeling we’d gotten lots 
of good information. We’ve just now 
found space to pass on what we picked 
up there. Panelist Matthew F. Blake (of 
Pogson, Peloubet & Co., New York) 
asked pertinent questions, and modera- 
tor Leslie Mills (of Price Waterhouse) 
gave useful answers. Samples: 


Travel, entertainment expenses 


Question: We all know that business 


executives must entertain customers. 
How can we protect these executives— 
and their companies, for that matter— 
from disallowances by internal revenue 
agents? 

Answer: There is a slight conflict of 
interest here between the company and 
the employee. For the employee, the best 
arrangement is to have the company pay 
the bills directly or to reimburse for 
itemized expenses. Companies dislike 
this as a general rule, however, for two 
reasons. One is that there is much book- 
keeping involved, and the second is that 
you tend to lose control of the total 
amount of money expended by the in- 
dividual. Companies usually prefer that 
lump-sum expense advances be made to 
their employees. This, is, however, con- 
siderably weaker from the employee’s 
point of view because he has no excuse 
for eliminating this lump-sum amount 
from his gross income on his personal 
tax return. He has to keep detailed 
records and be able to support the de- 
ductions at the time his return is exam- 
ined. Then, of course, the other method 
is for the individual not to request any 
reimbursement from the company but 
to claim a deduction on his tax return. 

Question: Does not a problem de- 
velop if the employee does not claim 
reimbursement from the company but 


deducts expenses on ‘his own return? 
I should think that would imply that he 
is in business. 

Answer: That plan gives the most 
difficulty. First, you must prove that your 
compensation arrangement contemplates 
that you will spend certain amounts out 
of your salary which will not be re- 
imbursed. The law on the subject is that 
the company’s expenses are not yours 
and you are not allowed to deduct them. 
Another difficulty would be the same as 
we had on the lump-sum advance; that 
it, showing the money was spent for busi- 
ness purposes, the question of proof, 
reasonableness, and so forth. 


Deferring pay via pension plans 

Question: There are many ways sanc- 
tioned by the law to spread taxability 
of compensation over future years, to 
and beyond retirement. Here we deal 
with very complicated provisions of the 
law and new wrinkles and developments 
always come up. However, the focal 
point usually is the pension plan. There 
is an almost infinite variety of pension 
plans, but everyone will probably be 
interested in this question: Having in 
mind the new statutory provisions, what 
changes in existing pension plans would 
you recommend to make sure that the 
employee receives capital-gain benefit 
when he retires or dies? 

Answer: The law as it is now drawn 
makes it possible for the members to 
obtain capital-gain 
on the amounts contributed by the com- 


long-term benefits 
pany in two situations. One is where an 
employee, upon separation from em- 
ployment or when he becomes a pen- 
sioner, withdraws his entire interest in 
the plan in the form of cash or property 
(as distinguished from receiving an an- 
nuity policy) within a year. Here his 
share is treated as a long-term capital 
gain. This provision was with us before, 


but the 1954 Code made a liberaliza- 
tion. Where a pensioner dies before re- 
ceiving the full amount of his benefits, 
long-term capital-gain treatment can be 
obtained by his personal representatives 
if they withdraw everything he was 
entitled to receive within a year’s time. 
Such action also could affect the $5,000 
death benefit. I think it is important to 
review pension plans every year as a 
matter of routine, and these two particu- 
lar advantages should be introduced as 
features of every pension and_profit- 
sharing plan. 

Question: I have a question on the 
investment of the fund of the pension 
plan trust. Suppose they invest in tax- 
exempt securities. Would this exemption 
carry over to the payments to the em- 
ployees? 

Answer: No, the income loses its 
identity in the trust, just as though it 
were a dividend paid by a corporation 
out of tax-exempt income. 

Question: If you are trustee of a pen- 
sion plan and the employer suggested 
that you use plan money to erect a build- 
ing which he would lease from the plan, 
what tax problems would you face as 
trustee? 

Answer: That problem is coming up 
very often in practice today. I would 
recommend strongly that an advance 
ruling be obtained on any transactions 
between the trust and the company. The 
case you mentioned of the trust putting 
up a building to be leased to the em- 
ployer company, for instance, presents 
these difficulties. If the rent is set too 
low, the examining revenue agent may 
say that it is a “prohibited transaction” 
because you are taking advantage of 
your close relationship with the fund, 
and the trust or fund could well lose its 
exemption. On the other hand, if the 
rent were set too high, the government 
may claim that you are attempting to 
circumvent the limits on the amount of 
contributions established for the em- 
ployer. 

Question: Would these comments ap- 
ply to almost any other business trans- 
action between trust and employer? 

Answer: Yes. There is another facet of 
that problem. The income from the 
rent of real estate would not be taxable, 
but if you changed the facts a little and 
rented a piece of machinery or a steam- 
ship, the income could be taxable to the 
trust if such rental constituted engaging 
in a business. Even with respect to the 


real estate, the trust could lose its tax- 
exempt status to some extent if it bor- 
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rowed money in order to finance the 


purchase. Again it is suggested that you 
obtain an advance ruling if you meet 


these situations. 


New: stock-saving plans 

Question: There is a relatively new 

inkle developing in the profit-sharing 

eld which ts called thrift or stock-sav- 

2 plans. I wish you would tell us brief- 

how these plans operate. 

inswer: The advantages of profit- 
haring and pension plans stem basically 
from the fact that they can be made tax- 
exempt. Here is a form of savings plan 
for employees which is catching on be- 
cause it also may be made tax-exempt. 
Che usual arrangement is to set certain 
limits within which employees may save 
in a fund; the employer agrees to match 
or pay a certain percentage of the em- 
ployee’s savings into the fund; an in- 
dividual account is kept for each em- 
ployee. Neither the income of the fund 
nor the contribution of the employer 
constitutes taxable income to the em- 
ployee until withdrawn. 

Question: If he is not taxed until he 
makes withdrawals, what kind of income 
does he have when he does draw it out? 

inswer: He will have ordinary in- 
come unless the withdrawal relates to 
his departure from the company. In that 
event he would have the same capital- 
gain privilege available under a profit- 
sharing or pension plan. 

Question: Suppose the fund follows 
the practice of buying stock of the em- 
ployer. By the time the employee draws 
that out, it has appreciated in value. 
When is the appreciation taxed? 

inswer: Let us assume that at the 
employee’s direction the fund bought for 
himself a share of his employer's stock at 
$10. At the time that he takes it out in 
kind, it is worth $25. The $15 is not 
taxable to him at that time. However, 
the $10 a share remains as his cost when 
and if he sells the stock. 





innuity for foreign service may be ex- 
cluded from income under 1939 Code. 
For years after 1950, a resident is not 
taxed on income received in the U. S. 
applicable to service while a resident 
abroad. The Service holds that distribu- 
tions under an employees’ funded pen- 
sion or annuity plan in a taxable year 


Question: What benefit does the split- 

dollar life insurance, in which cash-sur- 
render value goes to the employer, give 
over the usual group term life insurance 
in whcih no tax is incurred and all the 
proceeds go to the employee’s depend- 
ents? (Asked by a registrant, answered by 
J. S. Seidman.) 
, Answer: Group policies usually are ex- 
tended on a company-wide basis, where- 
as a Split-dollar plan can be limited to 
a relatively small group. A split-dollar 
plan is less costly than group coverage 
because the employer gets its money 
back, and the only loss is interest on the 
money advanced to finance cash sur- 
render value. Further, this is a standard 
type of insurance policy which can be 
taken over by the employee at such time 
as he can afford it, or when he leaves the 
company, whereas group insurance rep- 
resents merely renewable term coverage 
with no cash or loan value. When the 
employee takes over the policy he prob- 
ably will be able to borrow sufficient 
money against the cash value to effect 
the purchase from his company. 


Pension, profit-sharing trusts 
most expensive to administer 


‘THE FEDERAL RESERVE BANK has reported 
that pension and profit-sharing trusts are 
the most expensive to operate. Its figures 
show that in 1954 nine New York City 
banks, which probably hold about 60% 
of all such funds held by trustees in the 
entire country, had a net operating loss 
before income taxes of $81,300. The 
expenses of servicing these trusts, stated 
as a percentage of total commissions and 
fees, were larger than for any other type 
of trust. Nearly 80% of the commis- 
sions and fees in these accounts are ab- 
sorbed by salaries and expenses related 
to salaries. Says the Reserve: “The 
high expense ratio . . . may indicate 
that the level of income from such 
trusts is low.” 


of a resident citizen-beneficiary begin- 


ning after 12/31/50 and ending before 
8/17/54, on account of the employer’s 
contributions to the fund for his per- 
sonal services rendered outside the U. S. 
as a bona fide foreign resident for an 
uninterrupted period including an en- 
tire taxable year, may be considered as 


Taxation of compensation + 373 


earned income from foreign sources. 
However, that portion of the annuity 
payments which represents the earnings 
on, or accretions to, contributions of 
either employer or employee is not to be 
so excluded. [The new rules on taxation 
of annuities apply to years after 1954. 
Ed.| Rev. Rul. 56-125. 


Compensation for obtaining purchaser 
of a business held ordinary income. 'Tax- 
payer, general manager of a_ bottling 
company in Arcadia, California, can- 
celled his contract giving him an option 
to buy the business and agreed that he 
would receive $70,000 if he obtained a 
purchaser for the business willing to pay 
a certain price. He performed his part 
of the agreement and reported the $70,- 
000 received as capital gain. The court, 
in an extremely brief finding of fact and 
conclusion of law, refuses to upset the 
Commissioner’s determination of ordin- 
ary income treatment in the absence of 
proof that taxpayer had sold or ex- 
changed a capital asset. Culley, DC 
Calif., 3/21/56. 


Investment cost of annuities for foreign 
service. The IRS clarifies its position on 
the way a U. S. resident should compute 
his investment as of January 1, 1954, in 
an annuity contract to which contribu- 
tions were made by his employers for 
services rendered abroad. Prior to the 
Crispin case (200 F.2d 99) in 1952, the 
Service had held that a U. 
was taxable on 3% of the contributions 


S. resident 


he had made directly until he recovered 
his own cost, thereafter he would be 
taxable on the full annual payment. He 
could not recover tax-free the contribu- 
tions made by his employers which were 
not taxable to him because made while 
the employee served abroad. The 
Crispin case held that the employer's 
contribution is part of the employee’s 
cost, it being irrelevant that the con- 
tribution was tax-exempt as foreign earn- 
ings. The Service now holds that in com- 
puting his investment at January I, 
1954, the employee may treat as re- 
covered cost only the portion of the an- 
nual payments actually excluded from 
his income under the Treasury rules at 
the time. He will not be required to 
treat as recovered amounts on which he 
paid a tax. Rev. Rul. 56-123. 


Annuity distributed by liquidating pen- 
sion trust no longer exempt is taxable. 
In 1948, taxpayer received an annuity 
purchased for him by the trustees in 
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winding up the bonus and profit-sharing 
trust of a dissolved employer. ‘They used 
the credits in his account, based on con- 
tributions made in 1942 and 1943 when 
the trust was exempt. However, the trust 
was not exempt in 1948, due to changes 
in the law. The Tax Court held that, 


not coming under the exemption provi- 
sion of the law, the receipt of the an- 
nuity contract represented a income to 
the extent of its fair market value. This 


court affirms. Einstein, CA-6, 2/24/56. 


Janitor’s use of apartment taxable as 
compensation (old law). ‘Taxpayer, a 
janitor, received a rent-free apartment 
in consideration for his services. ‘Lhe 
year involved was 1951, and the Com- 
missioner was applying Mimeo. 6472, 
holding that lodging is taxable if in 
fact compensatory. The court agreed; 
taxpayer and his wife performed sub- 
stantial services and their only recom- 
pense was this apartment. Clearly it Was 
compensation. [Note: Under the present 
Code, the value of lodging is nontaxable 
if the employee is required to accept it. 


Ed.| Dietz, 25 TC No. 147. 


Esso’s sick-benefit plan fails to qualify 
as “health insurance” (old law). Section 
22(b)(5) of the 1939 Code permitted an 
exclusion from gross income for amounts 
received through “accident or health in- 
surance.” The phrase “health insurance” 
is here held limited in reference to or- 
dinary commercial types of insurance 
policies and not applicable to amounts 
received by taxpayer, an Esso employee, 
sickness-benefit 


under the company’s 


plan. The payments were related to 


length of service and were not de- 
pendent in any way upon the degree 
or extent of the employee’s illness. ‘The 
court notes that other courts have up- 
held company sick-pay plans as health 
insurance: Epmeier, 199 F.2d 508 (CA-7), 
Haynes, DC Ga., 1/28/55, Herbkersman, 
DC Ohio 8/1/55. Two judges dissent; 
they would follow Epmeier. [Under the 


1954 Code the $100 a week exclusion is 
allowable for sick pay paid under a 
formal or informal employer-employee 
plan. Ed.] Oliva, 25 TC No. 153. 


Severance pay on going out of business 
not “back pay.” A lump-sum payment 
received by an employee upon discon- 
tinuance of his employer’s business, 
made in accordance with a union agree- 
ment and representing severance pay, 
two-weeks’-notice pay, and accrued va- 
cation pay, does not qualify for the 
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treatment. The back- 
pay provisions apply only to compensa- 


special “back pay’ 


tion which would have been paid in 
prior years except for bankruptcy, a 
dispute, or similar occurrence. Rev. Rul. 
56-108. 


Inventor's work begins with action to 
perfect idea. Taxpayer, an inventor of 
an air-flow-operated economizer for air- 
craft power plant carburetors, claimed 
the benefits of Section 107 of the 1939 
Code, contending that the work per- 
formed on his invention covered a 
period of 36 months commencing prior 
to February 1936. The evidence showed 
that the taxpayer thought about and dis- 
cussed the problem covered by his in- 
vention as early as 1935, but did not 
reduce anything to writing until April, 
1936. No 


“work,” within the meaning 





Partnership dividing foreign and do- 
mestic income in different ratios held 
two partnerships (old law). Partners do- 
ing business in the U. S. and a foreign 
country have different shares in profits 
from domestic branches. The Service 
holds there are two partnerships, rather 
than one, for federal income-tax pur- 
poses. This applies to the 1939 Code. 
[he distinction between one and two 
partnerships would be significant in the 
case of a nonresident alien partner tax- 
able on income from U. S. sources only. 
If there were but one partnership, the 
foreign income allocable to him would 
be determined by his over-all profit 
share. [Under the 1954 Code, allocation 
of items of income and expense may be 
specified by the agreement. Ed.] Rev. 
Rul. 56-134. 


“Rental” payments to partner’s widow 
really purchase of her interest. Under 
decedent’s will his executrix was entitled 
to continue as partner in an automobile 
agency which held a Buick franchise. Be- 
cause Buick refused to reissue a franchise 
for use in a partnership of which an 
estate was a member, the executrix 
entered into an agreement with the re- 
maining partners to (1) sell the estate’s 
interest in the partnership for $50,000; 
(2) receive title to the agency premises 
which she was to lease back to a new 
partnership of the remaining partners 
for a percentage of profits; (3) convey 


of the statute, was done, according to 
the court, until the latter date, and the 
taxpayer did not qualify for Section 107 
treatment. Beardsley, DC Conn., 1/14 


56. 


Part-time geological engineer is inde- 
pendent contractor. A part-time geologi- 
cal engineer who operates from his home 
and undertakes on a fee basis specific 
assignments in geological engineering 
work and special geological research dur- 
ing evenings and weekends is engaged 
in a “trade or business” and must report 
such fees in computing net earnings 
from self-employment. Rev. Rul. 56-132. 
See Blum estate case, reported in the 
Estate & Gift department of this issue, 
page 369, for tax treatment of em- 
ployee’s deferred compensation contract 
at his death. 





back title to the agency premises at the 
end of one year. The payments under 
this one-year “lease’’ are held to have 
been made for the purchase of the ex- 
ecutrix’s right to become and continue 
indefinitely as a member of the old 
partnership; the remaining partners 
could not treat the payments as a dis- 
tribution of firm profits. [This would 
have reduced the profit taxable to them. 
Ed.] McKelvey, TCM 1956-70. 


Father did not 
minor son as business partner. A li- 


intend to join with 


censed hog dealer entered into a written 
partnership agreement with his wife in 
January 1941 upon her investment of 
$5,000. At the end of that year, the wife 
assigned her partnership interest, with 
her husband’s consent, to their three- 
year-old son. The court finds that the 
father’s only purpose in setting up the 
partnership arrangement was to provide 
for his son’s financial security, not to 
make him a real business partner. All 
income is, therefore taxable to father. 
Sparks, TCM 1956-71. 


Family partnership in farm found valid. 
The court, in a brief finding of fact and 
opinion, finds taxpayer, his wife, and 
his son were partners in the operation of 
the farm. The motive was both to save 
taxes and to encourage the interest of 
the school-age son in farming. Batman, 
DC Tex., 1/24/56. 
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Services rendered, not donative intent, 


governs exemption of study grants 


by JOHN C. CHOMMIE 


The 1954 Code seems to have the effect of turning every college treasurer and 


strar into a part-time tax expert, what with constant pleas for help from 


dents wanting to take advantage of the new Code’s liberalized treatment o 
oS fe) 


grants and scholarships. We asked Mr. Chommie, who has investigated this 


rather thoroughly, to give us a practical outline of who is and who isn’t taxed. 


J 


ch cause practitioners lots of work. 


\IFTS HAVE BEEN EXCLUDED from the 

y concept of taxable income since 
he first revenue act under the Sixteenth 
\mendment. Congress, however, has 
een far from articulate in justifying the 
xclusion of such economic benefits. 
Presumably the rationale is in part the 


undesirability of taxing mere allocations 


of wealth within the family, though the 


tatute has not in terms been so limited. 
Che result has been considerable un- 
certainty as to tax consequences of non- 
imily transactions alleged to be gifts. 

Sharing the uncertainty have been pay- 
ments to students and research scholars 
haracterized as scholarships and fellow- 

ips. These transactions have often de- 

tanded a detailed scrutiny of the con- 

ditions of each grant and surrounding 
circumstances in a search for an illusive 
donative intent.! Therefore, the asserted 
purpose of Section 117 of the 1954 Code 
overning scholarships and fellowships 

is to eliminate ‘the existing confusion 
is to whether such payments are to be 
treated as income or as gifts.’ 

Broadly, Section 117(a) excludes from 
income “any amount” received as a 
scholarship or fellowship, and amounts 
received and expended for travel, re- 
search, clerical help, and equipment. Sec- 
tion 117(b) imposes two types of limita- 
tions on the exclusion: (1) where the 
recipient is a degree candidate, that por- 





Here is his advice, including comments on the always-troublesome borderline cases 


tion of a payment responsive to services 
rendered is included in income; and 
(2) where the recipient is not a degree 
candidate the grantor must be a statu- 
tory charity or political unit, and the 
exclusion is limited in amount to $300 
a month for 36 months. 


Characterization as a gift 


Can a grant of educational aid still be 
characterized as a gift? Nothing in the 
language of Section 117 nor in its legis- 
lative history demands exclusive char- 
acterization as a Section 117 transaction. 
Presumably a gift of educational aid can 
still be made. This would seem to be 
true particularly where a family or close 
personal relationship exists. And in a 
non-family transaction perhaps no court 
would go so far as to deny the possibility 
of a gift. Therefore it would be theo- 
retically possible, for example, for a 
corporate chemist or a law firm’s tax 
man to be granted leave and have addi- 
tional formal training underwritten by 
the employer and characterized as a gift. 
However, it would be difficult to visual- 
ize a court making such a finding. 
Normally, the flow of indirect benefits to 
the payor would negative a finding of 
the necessary donative intent.’ Further, 
the analogy of such a payment to the 
occasional case where additional pay- 
ments to corporate executives have been 
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held a gift rather than additional com- 


pensation® would not seem to be persua- 
sive in light of specific entry into this 
Section 117. 
Therefore it would seem that except in 


area by Congress with 


the family area, it is doubtful that a gift 
contention would receive serious con- 
sideration. 


Scholarships 
Neither “scholarship” nor ‘‘fellow- 
ship” is defined in the Code’ This, how- 
ever, does not seem to be a serious de- 
fect in light of the limitations imposed 
on both in Section 117(b). Both terms 
are broad enough in actual use to cover 
any grant-in-aid of educational training 
or the conducting of research where an 
employment relationship does not exist. 
The basic requirement for the scholar- 
ship exclusion and the degree fellowship 
is that it be received at “an educational 
institution which normally maintains a 
regular faculty and curriculum and 
normally has a regularly organized body 
of students in attendance at the place 
where its educational activities are 
carried on.”’4 
The “amount received” under both a 
scholarship and fellowship includes “the 
value of contributed services and ac- 
comodations” which is illustrated in the 
Senate Report as embracing such items 
as “room and board, and laundry serv- 
ices."5 Undoubtedly it would include 
such an item as tuition. In this connec- 
tion the Senate Report contains a state- 
ment (for which there is no express 
Statutory authority) that where the in- 
stitution participates in a faculty-child 
tuition-remittance plan, “the amount of 
tuition so remitted shall be considered 
to be received as a scholarship under this 
section.’ Perhaps such explanation will 
also be effective to prevent any attempt 
to reach.such a payment as imputed in- 
come to the father as a fringe benefit 
flowing from his teacher-employee status. 
The scholarship exclusion is subject to 
both the service and the non-degree 
limitations noted above. Normally serv- 
ices are not demanded in return for a 
scholarship, which is usually an under- 
graduate grant-in-aid. Therefore, few 


problems are anticipated here. This 
would seem to be true even in case of 
the athletic though the 


sophisticate may be skeptical here, where 


scholarship, 


service on an athletic team may be an 
express or implied condition. It is ex- 
tremely doubtful that this flow of bene- 
fits was intended to be embraced within 
the limits of Section 117(b)(1). In short, 
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there seems to be little reason in draw- 
ing a distinction between athletic and 
academic performance often demanded 
as a condition of a scholarship grant. 

It should also be pointed out that 
Section 117(a)(2) provides that amounts 
received “to cover expenses for’ travel, 
clerical help, or equipment are limited 
to actual expenditures for these items. 
These items, however, are not normally 
benefits received from an undergraduate 
scholarship. 

Finally, it should be noted that Sec- 
tion 74 of the new Code, providing for 
the inclusion of prizes and awards in 
excludes 


taxable income, expressly 


amounts received as scholarships and 
fellowships under Section 117. While 
there was no pre-1954 law or ruling on 
this point, any doubts as to the _ tax- 
ability of scholarships awarded in a 
competitive contest under the Robert- 
son doctrine? have therefore been set to 


rest in favor of exclusion. 


Degree fellowships (and scholarships) 

Che degree fellowship is perhaps most 
often thought of in terms of a grant-in- 
aid of postgraduate training; perhaps as 
training leading to the doctorate. In 
actual practice the terms of such grants 
are apt to contain a variety of restric- 
tions and conditions. Congress, however, 
has focused the exclusion limitation of 
Section 117(b)(1) on that portion of the 
“amount received which represents pay- 
ment for teaching, research, or other 
services in the nature of part-time em- 
ployment.” And apparently in an effort 
to prevent a disruption of institutional 
training programs, provision is made 
that if such services “are required of 
all candidates (whether or not recipients 
of scholarship or fellowship grants)” 
they shall not be regarded as “part-time 
employment.” 

Che employment limitation will un- 
doubtedly focus attention on interpre- 
tation. In so far as this is true, it would 
seem that the pre-1954 case law should 
be of considerable aid here. 

Ihe terms of the grants are so varied 
that detailed discussion is prohibited in 
this note. Broadly, however, if the con- 
ditions of the grant demand services or 
research from which a benefit to an in- 
dustry can be reasonably inferred, the 
grant may be in danger of being char- 
acterized as employment. If, as a matter 
of substance, a degree fellow is working 
to further the economic advantage of a 
commercial concern or group, other 
facts, such as performance of the work 
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at an educational institution, selection 
by a school graduate committee, or the 
lack of direct benefit to the school, 
would not seem to preclude a finding of 
employment. Similarly, even though re- 
search fruits may flow primarily to the 
public, an employment relationship may 
be indicated by such facts as a required 
work week, vacation provision, tax with- 
holding, and control of the fruits of the 
research by the school. 

An illuminating 1939 Code decision 
in this respect is Rober F. Doerge.8 In 
this case the taxpayer, a graduate candi- 
date for the degree of doctor of philos- 
ophy, was granted fellowships starting in 
1945, established at the University of 
Minnesota by the Phar- 


maceutical Association, Lederle Labora- 


Minnesota 


tories, Inc., and Eli Lilly and Company. 
During the 1947-1948 school year, the 
required research “consisted of synthesiz- 
ing and testing pharmacologically cer- 
tain dithiobarbituric acid derivatives.” 
For the 1948-1949 school year the Uni- 
versity made a $1,000 grant from a non- 
commercial fund in continuation of the 
work. This required, presumably as a re- 
sult of University interpretation, re- 
search in “pharmaceutical chemistry or 
pharmacognosy.” However, general Uni- 
versity regulations provided for a reser- 
vation of patent rights though nothing 
of commercial value was realized. The 
tax year involved was 1949 and hence 
the terms of the industrial grants did not 
come under the court’s scrutiny. The 
payments were held to be income, large- 
ly on the basis of the requirement of 
full-time research services. 

The Doerge case illustrates the pos- 
sible range of inquiry under both the 
1939 and 1954 Codes. It is difficult to 
escape the conclusion that under the 
1954 Code each case will require a de- 
tailed examination of the terms of each 
grant for signs of employment. The 
fewer the restrictions from the stand- 
point of both founder and school, the 
more the likelihood that the grant will 
qualify for exclusion; that the principal 
flow of benefits is to the community, 
presumably the justifying rationale of 


1 See e.g., CHOMMIE, Federal Income Tazation: 
Transactions in Aid of Education, 58 Dick. L. 
Rev. 93 (1954); Note, Scholarships, Fellowships 
and Prizes: Gift or Income? 38 MINN. L. REV. 
152 (1954). 

2H. Rep. No. 1337, 83rd Cong., 2d Sess., 3 U. S. 
Conc. News 4041 (1954). 

® See CHOMMIE, Payments to Employees: Gifts or 
Compensation for Services? 31 TAXEs 620 (1953). 
* Section 151(e) (4). 

5S. Rep. No. 1622, 83rd Cong., 2d Sess., 3 U. S. 
Conc. News 4823 (1954). 

®Jd., originating in H. Rep. No. 1337, supra 
note 2. 

7 Robertson v. United States, 343 U.S. 711 (1952), 
holding; that a prize in a musical composition 


Section 117. Here perhaps is to be noted 
a sharp contrast in theory with the pre- 
1954 view of the Service as regards re- 
search fellowships.® 

The Section 117(b)(1) part-time em- 
ployment limitation clearly speaks in 
terms of apportionment. What is the 
value of ten hours a week by a degree 
candidate in the laboratory? Or of teach- 
ing one course in Advanced Baseball? 
Here we may find the Commissioner, in 
a role quite different from the one he 
plays in corporate-executive-salary cases, 
extolling the worth of the fellow, and 
the taxpayer, on the other hand, playing 
down the value of such efforts. Establish- 
ment of a rule is hardly possible. Perhaps 
such factors as the nature of the work 
done, the previous accomplishments of 
the recipient, and comparable remunera- 
tion will bear on the solution. 


Non-degree research fellowships 
(and scholarships) 

[he primary purpose of the non- 
degree provision of Section 117(b)(2) 
seems to be to provide a limited exclu- 
sion from income of such foundation 
grants as the Guggenheim Fellowships.1° 
[This seems evident from the restriction 
requiring that the grantor be a Section 
501(c)(3) charity or governmental unit. 
Broadly, the usual grant in such cases 
seems to be made to a_post-doctorate 
recipient carrying on research. That this 
was the thought of the Senate Finance 
Committee is indicated in their illustra- 
tions of the application of the $300—36 
month rule.11 Therefore, such fellows 
are not bound by the requirement of at- 
tendance at a Section 151(e)(4) institu- 
tion.12 Nor are such grants in terms sub- 
ject to the “part-time employment” 
limitation of Section 117(b)(1); this is 
explicitly stated to be the case in the 
Senate Report.14 

It would seem, however, that employ- 
ment may well rear its ugly head under 
Section 117(b)(2) in what appears to be 
its most serious interpretative problem. 
For example, the Ford Foundation (or 
the recipient’s school) makes a grant of 


expenses and an amount measured by 


contest was taxable income because it was in dis- 
charge of a legal obligation, a payment in return 
for services rendered and therefore in ‘‘no sense 
a gift.” 

* P-H 1952 T.C. Mem. Dec. Par. 52140, following 
Ephraim Banks, 17 T.C. 1386 (1952). 

* LT. 4056, 1951-2 Cum. BULL. 8. 

10 After the passage of the 1954 Code the Tax 
Court, in full court review, seems to reject the 
Commissioner’s position in I.T. 4056, id., that 
such grants are taxable. George Winchester 
Stone, Jr., 23 T.C. 254 (1954), appeal dismissed, 
4th Circuit, March 28, 1955, holding a Guggen- 
heim Fellowship excluded as a gift, five judges 
dissenting. See also Ti Li Loo, 22 T.C. 220 
(1954). 
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the recipient’s ‘salary to a professor to 
conduct a year’s research in a foreign 
country. No rights or benefits are re- 
tained by the grantor. Is the first $300 a 
month excluded under Section 117(b)(2)? 
It is clear that the Ways and Means 
Committee was concerned with avoid- 
ance in this respect in stating that 
“amounts received as grants which in 
effect represent a continuing salary dur- 
ing a period while the recipient is on 
leave from his regular job’!4 are not to 
be excluded. However, the technique 
used was to deny the exclusion unless 
the annual amount of the fellowship 
was less than 75% of the previous 12 
The Senate re- 
jected the House formula in substitut- 


months’ earned income. 


ing the Code provision requirements of 


a charitable grantor and the $300—36- 
month limitation. While these limita- 


S. Rep. No. 1622, supra note 5. 3 U. S. Conc. 
News 4824 (1954). The extent of exclusion pro- 
vision, § 117(b) (2) (B), provides that the gen- 
eral exclusion of § 117(a) is “limited to an 
amount equal to $300 times the number of months 
for which the recipient received amounts under 
the scholarship or fellowship grant during such 
taxable year, except that no exclusion shall be 
allowed under subsection (a) after the recipient 
has been entitled to exclude under this section 
for a period of 36 months (whether or not con- 
secutive) amounts received as a scholarship or 
fellowship grant while not a candidate for a 
degree at an educational institution (as defined 
n section 151(e)(4).” The Senate Report illus- 
trates the application of § 117(b) (2) (B) thusly: 

““(1) In March of the taxable year the taxpay- 
er is awarded a post-doctorate fellowship grant 
which is to commence the following September 1, 
and is to end on June 1 of the following year. 
The amount of the fellowship grant is $4500, and 
the taxpayer receives this amount in monthly in- 
stallments of $500 on the first day of each month. 
During the taxable year he receives a total of 
$2000 with respect to the 4 months of September 
sugh December, inclusive. He may exclude 
$1,200 from gross income in the taxable year, and 
= include the remaining $800. 

2) Assume the same taxpayer as in the pre- 
lta example, except that he receives the full 
amount of the grant ($4,500) on September 1 of 
the taxable year. Since the amount received in 
the taxable year was for the full term of the 
fellowship (9 months), the taxpayer may ex- 
clude from gross income in the taxable year 
$2,700. The remaining $1,800 must be included 
in gross income. 

‘(3) The 36-month limitation in subsection 
(b) (2) applies if the individual has received 
amounts excludable from gross income under sub- 
section (2) attributable to any prior 36 months 
(whether or not consecutive) during which the 
individual was not a candidate for a degree. 
For example, if the taxpayer received under a 
fellowship grant $200 a month for 36 months he 
would have exhausted his eligibility under sub- 
section (b) (2) even though he did not in any 
of the 36 months make use of the full $300 ex- 
ciusion. 

A grant to a degree candidate at an institution 
outside the definition of § 151(e) (4) literally 
would seem to fall outside the limitations of both 
§§ 117(b) (1) and (2). In such rare instances 
perhaps the governing criteria would be that of 
§ 102(a) excluding gifts from income, or in gen- 
eral the approach taken under the 1939 Code. 
Similarly, in case of a non-degree grant by one 
not falling within the definition of a charity un- 
der § 501(c) (3), as, for example, a grant by an 
individual or a private corporation. Quaere as to 
whether corporate educational grants to children 
of employees should not be treated as taxable 
fringe benefits. 








S. Rep. No. 1622, supra note 5, 3 U. S. Conc. 
News 4823 (1954). 
H. Rep. No. 1337, supra note 2, 3 U. Conc. 


News 4041 (1954). See also the detailed ‘ie. 
tions of the application of the 75 per cent rule 
in connection with salary continuation transac- 
tions of private employers. 

Rev. Rul. 55-554, 1955-35 Int. Rev. BuLL. 8. 
® See e.g., the Guggenheim Fellowship grant and 





3 T. C. 254 (1954). 





tions may effectually block salary-con- 
tinuation plans if the grantor is a tax- 
paying unit, the literal language of Sec- 
tion 117(b)(2) would seem to permit a 
violation of the spirit of the exclusion, 
as in the above example. Such cases, 
while not serious from the standpoint of 
the revenue, do point up the necessity 
for careful draftsmanship to avoid ex- 
tluding amounts which are really only 
normal income. 

Further, without ascribing a lower tax 
morality to educational institutions than 
to the average citizen, perhaps it can be 
anticipated that there will be attempts 
to re-label paid assistantships, or some 
of the work of the instructional staff, as 
research or teaching fellowships. Similar- 
ly, there may be attempts to abuse the 
exception to the employment limitation 
of Section 117(b)(1). Here we can guess 
that substance will control form, and 
that any marked change in school policy 
in this respect will certainly run the risk 
of being overruled. 

Amounts excluded under Section 117 
(a)(2)—actual expenditures for travel, re- 
search, clerical help, and equipment— 
are not included in applying the $300 
a month limitation. However, the Serv- 
ice seemingly will interpret this exclu- 
sion strictly. It has ruled recently that 
no allowance will be made for additional 
amounts received because the recipient 
has dependents.15. Because of this strict 
attitude, institutions which make a 
lump-sum grant after an application has 
listed amounts for living expenses, 
117(a)(2) 


items!6 might well, where the grant ap- 


travel, and other Section 
proaches $300 a month, state separately 
the Section 117(a)(2) items in order to 
secure the maximum benefit under Sec- 
tion 117(b)(2). 
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[John C. Chommie, LL.B., LL.M., is 
professor of law at the Dickinson School 
of Law and a member of the Minnesota 


Bar.| 


What Congress has done under the 
1954 Code is little more than to change 
the focus of attention in this area from 
donative intent to employment. Under 
the 1939 Code there was no attempt to 
reach scholarships or fellowships not re- 
quiring services on the theory that they 
were donative in character. The 1954 
Code pursues the same course based on 
an even more inarticulate policy expres- 
sion. In the interpretative arena, more- 
over, it is difficult to see how “the 
has been alleviated. 
Under the 1954 Code tax counsel, the 
Treasury, and the courts will still be 


existing confusion” 


forced to examine in detail all the 
terms of a grant and the circumstances. 

The boldest change from the old law 
has been with the new treatment of re- 
search fellowships. Here there has been 
abandonment of both 
donative intent and employment. On 
the other hand, the simple technique of 


an ostensible 


requiring a Section 501(c)(3) grantor and 
the $300—36-month 
this also will breed litigation. 


rule suggests that 
While 
arbitrary exclusion may well be dictated 
by the policy considerations involved, 
the provision as it stands would seem to 
permit unequal treatment of researchers, 
whether full part-time, vis-a-vis their 
more fortunate colleagues who are Sec- 
tion 117(b)(2) fellowship recipients. 
Perhaps what is needed is Congres- 
sional review of the policy considerations 
and articulate expression justifying a 
more equitable application of Section 


117 as regards both degree candidates 


A, 


and research fellows. v 


New case adds confusion to taxability 


of income from gift subject to loan 


_ WE DISCUSSED the tax position 
of a person who makes a gift of 
property-subject-to-a-loan a few months 
ago (4 JT AX 24) we had a storm of com- 
ment from practitioners who reported 
that the Treasury was reconsidering its 
position. We had pointed out the chance 
that one might realize income by mak- 
ing a gift of property subject to a loan, 
and having the donee pay off the loan. 
Now we have a case which doesn’t jibe 
In Herff, 
Tennessee District 


with the Treasury’s theory. 
noted below, the 





Court found that the taxpayer had in- 
come, but on a rationale which if ap- 
plied in the more usual case of a gift 
of the entire property (Herff retained a 
life interest in the property, a residence) 
would save the denor from tax. 

The ruling we referred to in January 
(and we have seen others like it which 
practitioners had obtained) concerned a 
taxpayer who owned securities for which 
he paid $1,000, now worth $3,000. He 
borrows $1,000 on the stock and gives it 
to the charity, which assumes the debt 
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and pays it. The IRS position was that 
the donor would realize ordinary in- 
come in an amount equal to the excess 
of the liability assumed over the portion 
$1,000 
liability. The 
$3,000, the 


allocable to the 
stock 
and the 


of his basis 
value ot the 
$1,000 
donor’s equity $2,000. Deducting 1/3 of 


the basis or $333 from the $1,000 liabil- 


was 


liability 


ity gives $667, the amount of the ordin- 
ary net income. 

Now the Herff case is somewhat differ- 
ent from the one above. The usual case 
is a donor of appreciated securities who 
would like to make a gift of part of 
their value and borrows to retain part, 
perhaps their original cost. What Mr. 
Herff did was to buy property and mort- 
gage it completely (thus in effect recover- 
ing his outlay). Then he gave the Uni- 
versity not only the remainder interest in 
the property but also cash equal to the 
mortgage. Comparing Mr. Herff’s posi- 
tion after these transactions with his 
position prior to them, he gave away 
cash equal to the mortgage but obtained 
a life interest in the property. Only the 
mortgage 


payment by the University 


after it received the property was in 


issue in the case. The court found the 


taxpayer received income because he 
realized an economic gain insofar as the 
mortgage on the retained life estate was 
extinguished. 

But the 


property 


usual donor of mortgaged 


doesn’t retain a life estate or 


other interest. It would follow on this 
theory that he receives no income when 
his beneficiary pays off the debt. 

Here is what the court said in finding 
that Herff realized income: 

“A correct solution of the problem 
presented would appear to lie in a 
determination of the legal relationship 
existing between the parties as a result 
of the transfer to Southwestern of a re- 
mainder interest in the property ‘sub 
ject to’ the lien indebtedness. It is un- 


that did not 


deniable Southwestern 
assume personal liability. But it does not 
follow from that fact that the plaintiff, 
if he had been compelled to pay the in- 
have had _ re- 


debtedness, would not 


course for reimbursement 


against the 
remainder interest in the property which 
had been conveyed to Southwestern 

If property at the time of con- 
veyance is encumbered by a mortgage 
and is conveyed subject to the mortgage, 
the apparent intention of the parties, in 
the absence of language indicating a con- 
trary purpose, is to continue the mort- 
gage lien in the same 


g Status which it 


June 1956 


occupied before the conveyance, with 
the result that the property itself re- 
mains as the primary security for the 
indebtedness. 

“In the South- 


western incurred no personal liability 


instant case while 
there is nothing to indicate that the 
parties did not intend the limitation 
‘subject to’ to have the effect of con- 
tinuing upon the remainder interest con- 
veyed to Southwestern its pro rata share 
of the liability for payment and dis- 
charge of the lien indebtedness. So view- 
ing the transaction, if plaintiff had been 
compelled to pay the entire debt himself, 
he would have had the right to obtain 
reimbursement on a pro-rated basis, not 


ee 


Amended decree required alimony for 


limited period; contingency of re- 
marriage or death makes it deductible. 
Taxpayer was divorced in 1946 under a 
decree providing for the periodic pay- 
until his wife died or 
1947, the 


decree was altered to provide that pay- 


ment of alimony 
remarried. In November, 
ments would cease in September, 1954, 
if the wife remarried in the meantime. 
The wife remarried in December, 1947, 
that 
that fixed a principal sum to be paid 


and the Commissioner contended 
off by September, 1954, and the taxpayer 
was not entitled to any further alimony 
deductions. Not so, says the court. In the 
first place, the determination of a prin- 
cipal sum must be computable on the 
and not arise as a 


date of the decree 


result of later acts such as this remar- 
riage. Furthermore, the contingency of 
death still existed and no principal sum 
could be computed. Burton, DC Utah, 


2/17/56. 


Payments on a lump sum for less than 
10 years not taxable to the wife. Tax- 
payer was divorced from her husband on 
1945. A 
ment adopted in the decree provided for 
$87,000 “payable in 
installments during a_ period 


February 8, settlement agree- 
the payment of 
periodic 
ending more than ten years’ later. Fol- 
lowing out the specific terms of the 
agreement, however, results in the lump 
sum being paid off in less than ten years. 
The court holds that the conflict in the 
agreement must be resolved in favor of 
the specific provision over the general 
The 
taxable 


statement. installments were not, 


therefore, income to the tax- 


payer. Lehmann, DC IIl., 3/8/56. 


against Southwestern personally, but 
against the remainder interest in the 
property. To that extent he was a 


surety; and to the same extent the pay- 
ment of the indebtedness by South- 
western resulted in no income to him. 
By the same token, to the extent that the 
payment of the lien indebtedness by 
Southwestern discharged the lien upon 
the life estates which were retained by 
the plaintiff, he realized an economic 
gain or benefit. As to that portion of the 
payment an indebtedness upon his own 
estate was cancelled or extinguished, and 
if he had made the payment himself he 
would have had no right of recourse as 
he was not a surety.” . 





Divorce decree altered to combine sup- 
port and alimony as alimony; payments 
thereafter fully deductible. Taxpayer's 
1940 decree provided for the payment 
of $100 a month alimony and $400 a 
month for the support of their children. 
\ 1942 order provided for the payment 
of a fixed monthly amount without allo- 
cation between the wife and children, 
but granted the taxpayer the right at 
any time to go back to making payments 
under the 1940 decree. In 1944 and 1947, 
additional altered decrees required tax- 
payer to make unallocated monthly pay- 
ments, with no right to revert to the 
terms of the 1940 order. The terms of 
the later orders clearly indicated that 
the parties considered that all of the 
payments would be taxable to the ex- 
wife. The Commissioner contended that 
the monthly payments under all of the 
decrees had to be apportioned between 
the wife and children in the same ratio 
as was provided in the original 1940 
order, and the Tax Court had sustained 
him on the ground that no intention to 
that 


court holds for the Commissione1 


alter allocation was shown. This 
with 
respect to payments under the 1942 al- 
teration, because taxpayer had the right 
to revert to the 1940 terms at any time. 
With respect to payments made under 
the 1944 and 1947 decrees, however, tax- 
entitled to the full 
tion. These decrees by their terms clear- 


payer was deduc- 
ly indicated that no allocation was in- 
tended. Josiyn, CA-7, 3/12/56. 


Payments under oral agreement (later 
written) deductible as alimony. Prior to 
taxpayer’s divorce in 1940, he entered 
into an oral agreement with his wife to 
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pay her $50 a week for the rest of her 


life, to be reduced to $25 if she re- 
iarried. The divorce decree was granted 
ym the grounds of the wife’s adultery 


1d declared forfeit all of the wife’s 


shts of dower, homestead, and alimony. 
laxpayer later remarried and _ shortly 
ereafter in 1945 he and his former 
fe reduced their oral agreement to 
riting. Ihe payments were held in dis- 
iree of a marital obligation under “a 
ritten agreement incident to divorce”’ 
the payments thereunder were de- 
tible. Six dissents: The Illinois decree 
off the wife’s right to support or 


ony, hence the obligation to pay 


10t founded on a marital obligation 
equisite to deductible alimony. Fix- 


25 TC No. 157. 


Can’t deduct support to deserted wife; 
not alimony. The life beneficiary of a 
dthrift trust deserted his wife. The 
es were subsequently directed by 
decree to pay the wife $7,000 a 
s support monies. Inasmuch as the 
was nota decree of separate main- 
nce but was a decree merely enforc- 
he husband’s marital duty to sup- 
s wife, the husband is not allowed 
duct the payments as alimony. 
TCM 1956-67. 


Uncle Sam won't finance doctoral de- 
ee. A research associate at the Uni- 
of Hawaii sought to deduct ex- 
incurred in obtaining his Ph.D 

theory that the degree was an 

tial requirement for a permanent 
osition. He argued that his case 

nilar to Hill, 181 F.2d, 906, in 
schoolteacher was allowed the 
of summer school required to 
ie her existing 


ni position. The 
pointed out that when taxpayer 
took the job it was required that 
nish the work for his Ph.D. The 
said the degree was a prerequisite 
is field. 


ommencing” and not for “carrying 


Che expenses were clearly 


x “preserving” his status, and as 
ere nondeductibie personal ex- 
Kamins, 25 TC No. 144. 


Part of farmer’s expenses for personal 
use. A farmer maintained a garden plot 
mn his farm, and in addition to the 

rden vegetables raised some chickens 
nd livestock for his personal use. A 
disallowance of $1,000 of farm expenses 
for each of the taxable years was held 
prop I as 


representing expenses at- 


tributable to produce personally con- 





sumed. Nowland, TCM 1956-72. 


No deduction for legal and accounting 
expenses paid on behalf of stockholders. 
Taxpayer-corporation paid legal and 
auditing expenses in connection with the 
investigation and litigation of the in- 
come-tax liabilities of its two controll- 
ing stockholders relating to certain trans- 
action by them while members of a pre- 
decessor partnership. Taxpayer failed to 
prove that it assumed the personal tax 
liabilities of the partners at the time it 
acquired the partnership assets; the pay- 
ments are held to be voluntary and not 
deductible as ordinary and _ necessary 
business expenses. Harrison Lumber ¢ 
Hardware Co., TCM 1956-59. 


Unreimbursed business expenses allow- 
ed; sale of lots denied capital-gains 
treatment. In an extremely brief state- 
ment of facts and conclusion of law, the 
court holds that taxpayer was entitled 
claimed as un- 


to deduct amounts 


reimbursed business expenses for the 
years in question and was denied long- 
term capital-gains treatment on sales of 


certain lots. Coleman, DC Ky., 3/23/56. 


No loss for slow-eating termites. ‘Tax- 
payer inspected his home in 1948 and 
found no termite damage. In 1952 he 
discovered extensive termite infestation 
and damage. The court held there was 
no showing of suddenness in the de- 
structive process sufficient to support a 
casualty deduction. Dodge, 25 TC No. 


114. 


Congressmen pay tax on full salary; 
portion returned to U. S. is a contribu- 
tion. Where a Congressman returns a 
portion of his salary, the full amount of 
the salary is includible in his gross in- 
come and is subject to withholding tax, 
while a deduction is allowable as a 
charitable contribution for the amount 
returned to the Treasury. Rev. Rul. 56 


126. 


Can deduct part of theatre benefit ad- 
mission as a contribution. The portion 
of the admission charge to a motion-pic- 
ture exhibition staged to raise funds for 
a charity which exceeds the normal ad- 
mission charge to that motion picture is 
deductible as a charitable contribution 
and is not subject to the admissions tax. 
Rev. Rul. 56-120. 


Hospital pathologist not an independent 
contractor; can’t take business expense 
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and standard deduction. ‘Taxpayer was 
employed during the taxable year by two 
hospitals as a pathologist at a substantial 
annual salary plus a small percentage 
of the fees charged by the hospitals to 
out-patients for his work. The great bulk 
of his work was compensated for by his 
salary and consisted of pathological and 
laboratory services rendered to the in- 
patients of the hospitals at the request 
of and in consultation with the physi- 
cians and surgeons practicing in the 
hospitals. The court holds taxpayer was 
an employee, not an independent con- 
tractor. He could not claim expenses of 
his “business” and also the standard de- 
duction. The only deductions an em- 
ployee not an outside salesman may take 
in computing adjusted gross income are 
reimbursed expenses and travel, meals, 
and lodging away from home. james, 25 


TC No. 154. 


Real-estate man’s wife had ordinary in- 
come on sale of houses; she acted 
through him as agent. The court found 
that taxpayer was in the business of 
dealing in real estate and realized ordi- 
nary income. Though not personally 
active, her numerous ventures amount 
to a business conducted through an 
her husband and his employees. 


Shepherd, CA-6, 


agent 
\fhrmed on appeal. 
2/15/56. 


Salary not constructively received: 
checks were not to be cashed. [Acqui- 
escence| In October, 1949, taxpayer and 
three others, the officers, stockholders, 
and board of directors of a corporation, 
received salary checks which they all 
agreed were not to be cashed until the 
president decided that the corporation’s 
financial position warranted payment. 
The restriction was not removed, and 
no payments on the checks were made 
in 1949. The court held that the salary 
was not unqualifiedly subject to tax- 
payer's demand and disposition and 
therefore was not constructively received 
for that year. Johnson, 25 TC No. 62, 


acq. IRB 1956-15. 


Beneficiary can’t take trust losses. Tax- 
payer, a life-income beneficiary of an 
irrevocable trust, without powers to 
modify, revoke, or terminate the trust, 
claimed on her individual income-tax 
return a loss incurred by the trust. Point- 
ing out that she made no argument to 
show why she considered the Commis- 
sioner to be in error, the court sustains 


the deficiency. Reeves, TCM 1956-76. 
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Recent cases focus attention on extent 


to which a ruling from the IRS is binding 


SERIES OF CASES decided since the be- 
\ ginning of 1956 point up the prob- 
lem of the legal effect of Internal Rev 


luco Mfg. Corp., the 


Automobile Club of Michigan, and Cros- 


enue rulings. The 


ley cases, all discussed herein, permitted 
the retroactive revocation of rulings 
ostensibly on the ground that there had 
been a mistake of law. Actually, each is 
a case of second sight and new statu- 
tory construction. What is happening to 
the policy of the IRS to stand behind its 


rulings? 


What is a ruling? 


The term “ruling” is used to describe 
a written statement issued by the Com- 
missioner, or under his authority, upon 
the request of the taxpayer seeking to 
learn the tax consequences of a com- 
pleted or executory transaction, “and is 
intended to serve the purpose of estab- 
lishing principles and policies of the 
Service in the interpretation and ap- 
plication of the substantive tax law.” 
Reg. 601. 201 (a) (2) . The Code provides 
for the formalization of such ruling by 
7121. The 


issuance of either type of ruling is within 


a “closing agreement,” Sec. 


the discretion of the Commissioner, Sec. 
7121 (a); Reg. 601.201 (a) (1); Reg. 
601.201 (d) ; Reg. 601.202 (a) (1). A clos- 
ing agreement, however, is final and 
conclusive, in the absence of fraud, mal- 
feasance, or misrepresentation of a ma- 
terial fact. Sec. 7121 (b); Reg. 601.202 
(a) (1). A case closed by agreement may 
not be reopened or modified by the tax- 
payer or the Commissioner or set aside 
in any suit, action or proceeding. Sec. 
7121 (a); Reg. 601.202 (a) (1). The 
finality of these agreements has repeat- 
edly been upheld by the Courts. United 
States v. Bank of Commerce & Trust Co., 
$2 F. Supp. 942 (D.C. Tenn. 1940), 
aff'd. 124 Fed. 187 (CA-6 1942); Wol- 
verine Corp. wv. 

sioner, 75 F. 2d 593 (CA8, 


Petroleum 


Commis- 
1935) , 


certiorari denied 295 U.S. 743; Herring 
v. Tait, Collector, 65 Fed. 703 (CA-4, 
1933). However, if the agreement relates 
to an executory transaction, it is “sub- 
ject to any change in or modification of 
the law enacted subsequent to the date 


of the agreement .”. Reg. 601.202 


Effect of rulings under new law 
Rulings have always been deemed to 
be without legal effect and the regula- 
tions under 1954 Code for the first time 
so provide. Reg. 601.201 (i) (1). They 
further provide that such rulings may 
be reviewed from time to time and modi- 
fied or revoked if they are found “to 
be in error or no longer in accord with 
the position of the Internal Revenue 
Reg 601.201 (i) (2) (3) and 
(4). The Code [Sec. 7805 (y)] author- 
izes the Commissioner to apply rulings, 


Service.” 


regulations or Treasury decisions retro- 
actively. Reg. 601.201 (1) (4) provides: 

“However, it is the general policy of 
the IRS to limit the revocation or modi- 
fication of a ruling issued to or with 
respect to, a particular taxpayer to a 
prospective application only if (i) there 
has been no misstatement or omission of 
material facts, (ii) the facts subsequent- 
ly developed are not materially different 
from the facts on which the ruling was 
based, (iii) there has been no change 
in the applicable law, and (iv) such tax- 
payer acted in good faith in reliance 
upon such ruling and a retroactive revo- 
cation would be to his detriment.” Z 

While this section embodies the var- 
ious tests heretofore applied by the 
courts in determining the finality of- 
rulings, it omits the test of mistake of 
law. Reg. 601.201 (i) (4) (iii) tests bind- 
ing effect by determining whether or 
not there has been a change in the law. 
Will a change in the law be construed 
to include a new interpretation of the 
law? 


Although the within the 


purview of this comment are written, 


“rulings” 


some word about oral advice given to 
the taxpayer by IRS personnel seems 
The 
(601.201 (h)] provides that such advice 


in order. pertinent regulation 
is considered only an aid to the tax- 
payer. It carries no weight. The court 
decisions are to the same effect. Darling 
v. Com’r., 49 Fed. 2d. 111 (CA-4, 1931) ; 
Binder v. Welch, 107 F. 2d. 812 (CA-9, 
1939) . 

Although the regulations on the bind- 
ing effect of rulings are new, they mere- 
ly embody the policy of the IRS which 
has long been that such rulings are 
without legal effect. Yet in spite of this 
policy, only a very small percentage of 
all rulings issued have been ‘closing 
agreements.” The faith evinced in the 
informal rulings can, however, be justi- 
fied by the taxpayers’ experience with 
such rulings. Once issued they are al- 
most invariably followed as a matter of 
administrative policy. This accounts for 
the fact that while over 50,000 “ruling 
letters” are issued a year, an insignificant 
number of these rulings are involved 
in litigation. See “Operation of the 
Taxpayers’ Ruling Section’, M. W. 
Kriegh, New York University, 10th An- 
nual 


1952.” 


Institute on Federal ‘Taxation, 


Courts find rulings not binding 

The courts have for the most part fol- 
lowed the view of the IRS that tax- 
payers’ rulings are not binding. In the 
BTA 
1040 (1928) , the Commissioner ruled on 


famous James Couzens case, 11] 
the valuation of stock prior to sale. After 
the sale was consummated in reliance 
on the ruling, it was later reversed 
retroactively. The taxpayer contended 
that the Commissioner was estopped.. 
The Board held that 


estoppel, “because such valuation was 


there was no 


neither authorized nor intended to be 
binding and there was no necessary or 
justifiable reliance thereon.” The same 
year, Woodworth v. Kales, involving the 
same stock valuation as the Couzens 
case, was decided by the 6th Circuit, 26 
F. 2d 178 (CA-6, 1928). There the tax- 
payer paid the tax under protest and 
sued for a refund in the District Court. 
The held that 


estoppel and furthermore that a new 


court there was an 
valuation could not be fixed as a result 
of “a matured and better judgment” 
in the absence of a claim of fraud or 
mistake of law or fact. The same view 
was taken in the more recent case of 
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HSD Co. v. Kavanagh, 191 F. 2d 831 
CA-6, 1951) where the reversal of a rul- 
on the basis of different inferences 


yOu 


the same facts was held to be in- 


fensible. 


The “mistake of law” 


In keeping with the above cases, a 
istake of law is always held to justify 
retroactive reversal. dvco Mfg. Corp. 
6th 


1956. The ruling 


Commissioner decided by the 
Circuit on Jan. 31, 


ere had held that the reorganization 


involved was tax-free. The Automobile 
Club of Michigan case decided by the 


same circuit on Feb. 17, 1956 was to the 
ime effect. The question involved was 
Automobile Club 


whether or not the 


was a social club. The court found that 
there was no estoppel. The petitioner 
also contended that he was entitled to 
under the case of 
Helvering v. Reynolds Tobacco Co. 306 
U.S. 110 (1939). It was held that the 


gain secured by a corporation on the 


tax exempt status 


sale of its stock in 1929 should be gov- 


erned by the regulations in force in 


1929 rather than the amended regula- 


tions. In other words, retroactive ap- 


plication of Treasury amendments were 
not permitted. In the Automobile case, 
the regulations remained unchanged but 
the court held that they would not be 
given effect, where the premise upon 
which their applicability was based was 
The dissent, however, 


false pointed 


It is not every ruling based on a 
mistake of law, that may be afterward 
subject to so-called correction by the 


Commissioner with retroactive effect. 


Where the construction of a statute by 
has not been 


a former Commissioner 


plainly erroneous, or in conflict with 
express statutory provisions, a succeed- 


l 


Commissioner may not revoke the 


former ruling with retroactive effect.” 


Maryland Casualty Co. v. 
United States, 251 U.S. 342. 349 (1920); 
United States, 83 F. 2d, 103, 
107 (CA-8, 1936); Crucker v. Lucas, 37 
F. 2d 275 (CA-9, 1930). Actually, what 


the dissent is saying here is that rulings 


See also: 


Walker v. 


must not be reversed ‘fon matured and 
better judgment” alone, as was held in 
the Kale case. That, in effect, is all most 


he so-called mistakes of 


of t law amount 
to. In the Automobile Club case a dozen 
years after the original ruling, a new 
Commissioner wrote the Club that the 
Bureau was reconsidering the question 
of the exemption of automobile associa- 


tions in the light of the opinion of the 





chief counsel. It then proceeded, as the 
dissent points out, to take the same facts, 
law, and regulations and come up with a 
different statutory construction, correct- 
ing its former “mistake of law.” 

Where the 


government has sought to retroactively 


taxpayer instead of the 
reverse a ruling, on the ground of an 
erroneous interpretation of the law, he 
too has succeeded. Richard K. Mellon, 
12 TC 90 (1949). To the same effect is 
Corp. v. 
United States, decided by the 6th Circuit 


the .recent case of Crosley 


on Jan. 25, 1956. There it was said that 
a deduction incorrectly taken by a tax- 
payer as a business expense instead of 
a capital allowance can be corrected, 
even though offsetting corrections in 
earlier returns are barred by the Statute 
of Limitations. 


Disavowal when facts not disclosed 


It has also been held that the Com- 
missioner might reverse himself retro- 
actively, where the facts had not been 
fully disclosed to the Bureau at the 
time the request for the ruling was 
made. So in Md. Agricultural Fair Ass’n., 
40 BTA 549 (1939); Overbey  v. 
United States, 44 F. 2d 268 (Ct. Cls. 
1930), where a ruling was issued on a 
hypothetical set of facts and subsequent- 
“We are 
not persuaded that the ruling made by 


ly reversed the court stated, 
covered the 
precise facts in the case.” Arthur H. 
BTA 177 (1928). To 


stave off reversal of rulings, in addition 


the former Commissioner 


Lamburn, 13 


to setting forth all material facts, it has 
that the 
consummate the proposed 
Delay 


factual situation submitted. It may also 


been suggested taxpayer 
promptly 
transactions. may change the 
give the IRS time to decide that its 
ruling is erroneous and if the taxpayer 
has not yet acted to its detriment, it may 
reverse. See ‘Taxpayers’ Rulings,” J. P. 
Wenchel, 5 Tax Law Rev. 105 (1950). 
When the Commissioner or his agents 
make a determination or a ruling, they 
are acting as an administrative tribunal 
and exercising functions of a quasi- 
judicial nature. The fruits of their labors 
should therefore possess the quality of 
finality, barring fraud, concealment or 
a patent mistake of law. The dissent in 
the automobile case cites Rock Island A. 
& L. Railroad Co. v. United States, 254 


U.S. 141 (1920) where Justice Holmes 


“Men 
when they deal with the government”; 
it also cites Howbert v. Penrose, 38 F. 
(CA-10, 


said, must turn square corners 


2d 577 1930), which added 
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“The government ought to turn square 
corners when dealing with its citizens.” 
In Stockstrom v. Commissioner, 190 F. 
2d 283 (CA-D.C. 1951) it held 
that the commissioner might not re- 


was 


verse his determination on the ground 
that “one may not found a claim upon 
an admission which he himself induced.” 
The court added, “It has been well said 
the government should always be a 
gentleman. Taxpayers expect and are 
entitled to receive ordinary fair play 
from tax officials.” vv 


IRS increases number of 
pamphlets, rulings, published 


SERVICES DIVISION of IRS 
is increasing gradually the number of 


‘THE TECHNICAL 


assistance pamphlets and rulings, being 
published each year. This year, in ad- 
dition to the very popular Your Federal 
Income Tax, the IRS put out a Farmers’ 
Tax Guide. The 


goes to an increasing number of second- 


students’ tax course 
ary schools each year, and projected for 
1957 is a small pamphlet to help Con- 
gressmen and other elected officials de- 
termine the various types of expenses 
that are deductible. 

The Service also is trying to publish 
more rulings. More are published each 
year, but the number could usefully be 
increased, the IRS feels. Only about one- 
third of the Regulations needed under 
the 1954 Code have been issued so far, 
and preparation of the rest will add 
materially to the department’s work- 
load. 

Growth of publication activities is 
hampered by the fact that about 4% of 
the 400 technicians involved are eligible 
for retirement, and that many of those 
remaining are 


becoming increasingly 


law firms and ac- 


takes at 


valuable to outside 


counting firms. It least six 


months, and often a year or more, to 


train adequately replacements for those 


who leave, which results in a smaller 


flow of new material than is desirable. 





Tax Court upheld in refusing continu- 


ance. Taxpayer's case was listed for trial 
1952. 


granted to May and then again to Sep- 


in December Continuance was 
tember, when he was warned no further 
delay would be granted. On the after- 


noon of the day prior to that set for 
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trial taxpayer first consulted counsel. 
The judge insisted on trial and this 
court holds there was no abuse of dis- 
cretion. Taxpayer has no one but him- 
self to blame for his difficulties. Wood- 


bury, CA-3, 3/21/56. 


No 3801 adjustment 
curity sale 


for gain on se- 
with 
acquisition which had been ruled tax- 
1936, and 


1937, taxpayer sold securities it had ac- 


though inconsistent 


free. [Acquiescence| In 193 
quired on an exchange in 1931. It re- 
ported the 1931 acquisition as taxfree, 
and when the Commissioner asserted it 
was taxable (he valued the securities re- 
ceived at $20) paid the tax and sued for 
refund, which it received in 1941. How 
ever, in reporting the sales it used the 


$20 basis, proper only if the exchange 


were taxable. The Commissioner at 
tempted to open 1934, 1936, and 1937 
on the ground that taxpayer’s treatment 


was inconsistent with the determination 


in the 1931 case. The court holds, how- 
ever, that the district court did not 


determine basis in the 1931 case, nor 


was the later omission “in respect of any 
transaction on which basis depends.” 
{merican Foundation Co., 2 TC 502, 
acq. IRB 1956-15. 

870 doesn’t bar later refund suit (old 


law). The executor of taxpayer-estate 


signed a Form 870 accepting a compro 


mise valuation of stock and agreeing not 
to bring suit for refund. Subsequently he 
filed a claim for refund based on other 
matters. The court holds that the only 
Statutory closing agreement is one signed 
by the Secretary of the Treasury; the 870 
here was not so signed, therefore it 


bound neither the government nor th 


taxpayer. This suit brought by the 
legatees under the will is not foreclosed 
because they did not file a claim for re 
fund; they were the real parties in in- 
terest and can use the executor’s claim. 
[The 1954 Code provides that a closing 
agreement may be executed by a dele- 
Miller Estate, 


gate of the Secretary. Ed. 


DC Wisc 2/16/56. 


Consent judgment in Tax Court stands 
despite pressure through jeopardy as- 
sessments. Taxpayer asked that his au- 
thorization of entry of a consent judg- 
ment in the Tax Court be set aside be- 
cause his consent was forced by the finan- 
cial pressure on him due to jeopardy 
assessments of tax due. The court re- 
fuses to go along with this proposal. 


Funkhouser, CA-4, 11/7/55. 
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Tax Court's 3-year delay between hear- 
ing and decision not error. [Certiorari 
denied| The Tax Court had found tax- 
payer failed to include over $200,000 
paid directly to him by customers buy- 
ing pens from his partnership. It also 
sustained fraud penalties. Though de- 
ploring the delay, this court finds it not 
reversible error, even though the de- 
cision turned largely on credibility of 


witnesses. Starr, cert. den., 3/26/56. 


Overstatement of costs results in omis- 
sion of income. Taxpayer improperly in- 
cluded cost of a water-pumping station 
as a cost of lots sold [see page 335. Ed.]. 
[his overstatement of costs was an 


omission from gross income of an 


amount in excess of 25% of the gross 
income reported. Accordingly, the 5-year 
statute of limitations applies. Colony, 
Inc., 26 TC No. 3. 


If closing inventory incorrect, need not 
open next year with same error, Tax- 
payer, a farmer, showed a closing inven- 
tory of $6,850 on his 1947 return and an 
opening inventory of $28,000 on his 
1948 return. The court found the 1948 
opening figure properly computed under 
the “farm-price method” and concluded 
1947. As there 


was no omission from gross income in 


the error occurred in 


1948, the Commissioner could not make 
an assessment under the five-year statute 
of limitations. Page, TCM 1956-61. 

Can redetermine income for loss carry- 
over from closed year. Taxpayer sus- 
tained a net operating loss for 1947 and 
back to 1945. The 


missioner recomputed the 1945 income 


carried it Com- 
after the statute of limitations had run 
on that year, thereby reducing the avail 
able carryback to 1946. The court dis- 
agrees with the taxpayer’s contention 
that the expiration of the statute of 
limitations is a bar to a redetermination 
of the 1945 income. The Commissioner 
cannot impose an additional assessment 
for a closed year but he is not barred 
from recomputing income in determin- 
ing the correct tax for another year. 
Phoenix Coal Co., Inc., CA-2, 3/13/56. 


Claim barred by the statute of limita- 
tions allowed as an amendment of prior 
claim for different year. Taxpayers in- 
curred a net operating loss in 1946 and 
filed a timely claim for refund of 1945 
taxes based on the carryback. After the 
time for filing a claim had expired, they 
realized that the 1946 loss had to be 


carried back to 1944 first. 
then filed what purported to be an 


‘Taxpayers 


amendment of their previous claim, and 
asked for a refund of 1944 taxes. The 
Commissioner contended that the 1944 
claim was filed too late and could not 
be related back to the 1945 claim. In a 
liberal opinion, the court holds that the 
1944 claim qualified as a proper amend- 
ment because the original claim put the 
Commissioner on notice of all of the ap- 
propriate facts and would have required 
an investigation of the 1944 return be- 


fore any decision could have been 
reached. Ryan, DC IIl., 3/8/56. 
Evidence sufficient for fraud convic- 


tion. Taxpayer, a buyer for a used-cal 
concern, was convicted for not reporting 
as income in 1947 kickbacks received on 
the purchase of cars. On appeal, he con- 
tended that the admission in evidence of 
the sellers’ envelopes indicating the kick- 
backs and of the taxpayer's 1946 tax re- 
turn was improper. The court holds that 
both pieces of evidence were properly 


admitted. The envelopes are business 
records and the 1946 return was related 
to the intent in connection with the 


2/99 


crime charged. Brewster, CA-2, 3/22/56 


Agent can summon taxpayer's attorney 
and attach accountant’s worksheets in 
attorney’s possession. [Certiorari denied} 
The court upholds an agent’s right to 
issue a summons to the attorney repre 
senting a taxpayer under investigation. 
The courts have long upheld this pro 
cedure though it is not authorized as 
such in the statute. This court agrees 
with the district court’s finding that cer- 
tain worksheets prepared by taxpayer's 
attorney's 


accountant, though in the 


possession, were the property olf the 
accountant. Hence these records are not 
protected by the attorney-client privil- 
ege. Sale, cert. den., 4/3/56. 

Commissioner’s recomputation of  in- 
come incorrect; taxpayer's stands. ‘The 
Commissioner had determined tax- 


payer’s receipts from the sale 


of liquor 
for the years of 1943-46 by applying a 
markup formula to purchases. In a prior 
opinion the Tax Court ordered receipts 
to be recomputed by multiplying the 
number of bottles purchased by 22 
drinks per bottle, and that total by the 
selling price per drink. But as taxpayer 
submitted such a recomputation for 
1945 only, the court upheld the Com- 


missioner’s use of the markup method 


for the other years. On appeal, the Sixth 
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Circuit reversed on the ground that the 
inarkup formula did not clearly reflect 
receipts, therefore the Tax Court erred 
in upholding it. On remand to the Tax 
Court, the taxpayer and the Commis- 
sioner both stated there was no evidence 
to permit recomputation of 1943, 1944, 
ind 1946 receipts under the “drinks-per- 
bottle-purchased” method, and the court 
therefore sustains the amounts reported 
by taxpayer for those 
CCM 1956-78. 


years. Gasper, 


Gain reported as capital not omitted 
from return. The Commissioner assessed 


idditional tax more than three years 
ifter taxpayer filed his return. However 

claimed taxpayer omitted 25% of 
ross income reported by showing gain 
or liquidation of a corporation as capital 
ind eliminating 50% of it in the compu- 
tation. The court says that if a taxpayer 
discloses gross income in his return he 
does not omit it. The five-year statute 
of limitations, applicable if the omission 
made, cannot be used. 


DC Calif., 3/1/56. 


had been 


Hommes, 


1954 and 1955 Form 1120's wrong in 
limiting dividends received and paid 
credits if alternative capital-gains tax 
applies. The 1954 1955 


corporate income tax provide that when 


and forms for 


certain dividend-received and -paid 


credits are limited to a specified per cent 


of net income, that income does not in- 


clude 


capital gains taxed under the al- 


ternative tax method at 25%. This, the 


Service announces, was wrong; the capi- 


The credits to which this rule applies 


11 85% of dividends received from 


domestic 


corporations; dividends _ re- 


ceived from 


foreign 
ed in U. S. 


on certain public-utility stocks; 


corporations en- 


business; dividends re- 


certain Western Hemisphere and China 
Trade 


dividends paid by public utilities. Rev. 


R 56-151. 


\ct corporation credits; certain 


No intent to file a joint return. Tax- 


payer's return was in form a joint re- 

His wife’s name was signed by his 
secretary without the wife’s knowledge 
or consent. The return did not include 
attributable to the (she 


| no income other than a few prizes 


income wife 
won by 


held there was no intent to file a joint 


entering contests). The court 


the wife was therefore not 
Ringler, ‘TCM 


return and 


liable for deficiencies. 


1956-77. 


Wife not liable on joint return if never 
intended as such. [Acquiescence| Tax- 
payer’s wife was not liable “jointly and 
severally” for the deficiency even though 
the return on its face purported to be a 
joint return. She did not intend to file a 
joint return, the signature was not hers, 
and she never knew the return had been 
filed. Helfrich, 25 TC No. 51, acq. IRB 
1956-15. 


Wife liable for penalty for husband’s 
fraud on joint return. A return signed 
by husband and wife included the in- 
come and deductions of each spouse, 
which were listed in separate schedules 
attached to the return. The court holds 
it to be a joint return on which the 
wife is individually liable for tax and 
penalties resulting from her husband’s 
fraudulent acts. Hughes, 26 TC No. 2. 


Gift to daughter while insolvent not 
fraudulent; taxes not yet due. In July of 
1943, taxpayer’s father gave her $20,000, 
which was reported on a gift-tax return 
subsequently filed. The gift was made 
while the father was insolvent; however, 
he was not yet liable for 1943 income 
tax. In 1948, the Commissioner assessed 
a 1943 deficiency against the father of 
nearly $65,000, based on the disallow- 
ance of a bad-debt deduction, and at- 
tempted to collect it from the daughter. 
The court finds that the Commissioner 
had not sustained his burden of proving 
that the gift was made with fraudulent 
intent. The gift was reported openly to 
facts the 
that 
taxpayer’s father intentionally claimed a 


the government, and on the 


court cannot draw the conclusion 


bad-debt deduction knowing that it was 
not allowable. Peckham, DC Ohio, 


2/14/56. 


Purchase of stock by another stock- 
holder really liquidation; seller liable 
as transferee. Taxpayer was a minority 
stockholder of a corporation in which 
her husband owned 98.9% of the com- 
mon and 69.1% of the preferred. In 
1945 the husband decided to retire and 
had the corporate assets sold. In the 
following year he withdrew $75,000 
from the corporation which he depos- 
ited in his personal account, and on the 
same day he gave taxpayer his check 
on that account for $53,600 in return 
for her stock. That sum was equal to 
the par value of her preferred plus divi- 
dend arrears, and the book value of her 
common holdings. Taxpayer is held 
liable for unpaid corporate taxes as 


Effective tax procedures + 383 
transferee to the extent of $53,611; the 
payment to her was in the nature of a 
corporate liquidating distribution, which 
left the corporation without means to 
pay its taxes. Benoit, 25 TC No. 79. 


Donee liable for donor’s income tax; gift 
made after jeopardy assessment. After 
they received a jeopardy notice for un- 
paid taxes, taxpayers conveyed $14,000 
in cash to their minor son. The transfer 
was held invalid under state law, having 
intent to defraud the 
U. S. Accordingly the son was liable as 


been made with 


transferee even without a showing that 
his parents were insolvent at the time of 
the gift. Fried, 25 TC No. 145. 


Waiver is not bar to refund claim by 
taxpayer until Commissioner accepts it. 
The executors signed the IRS standard 
form of Waiver of Restrictions Against 
Assessment and Collection of Deficiency 
in Estate Tax consenting to the assess- 
ment of a compromised amount of tax. 
This form expressly states that it is sub- 
ject to acceptance by the Commissioner. 
The formalize 
the agreement; it was signed only by the 
head of the Technical Staff. It follows 
that the 


Commissioner failed to 


bound. 
Therefore, the court holds, the taxpayer 


government is not 


is not bound. The executors may sue for 
a refund. Alexander Estate (Bennett, 


Exec.), CA-7, 4/4/56. 


Taxpayers estopped from breaking their 
agreement after the statute had run 
against the government. In a family- 
partnership case, a settlement was 
reached after concessions by both parties, 
and a Form 870 containing an agree- 
ment by the taxpayers not to file any 
claim for refund was signed. The settle- 
1946 and 1947. After the 


statute of limitations for assessment of 


ment was for 


a 1946 deficiency had expired, but be- 
fore the 1947 period had run, the tax- 
filed a refund. The 
court holds that the agreement in the 
Form 870 


cause under the Code only an agree- 


payer claim for 


bound neither party, be- 


ment signed by the Secretary of the 
Treasury is a real closing agreement. 
However, the government relied on the 
870 in 


under the doctrine of equitable estoppel, 


allowing 1946 to expire and 
the taxpayer could not claim a refund 
of the 1946 taxes after the statute had 
run against the government. This not 
being the case with respect to 1947, the 


refund claim was valid. Schneider, DC 
Minn., 2/10/56. 
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62 GOODMAN, continued from page 342 trustee is relieved of this duty. If the answer to any part of question 

terms for a period not extending beyond The reason for the Commissioner's in- 8 is “yes,” then the trustee must be in a 

216 December 31, 1955. If such a loan is re- _ sistence that Form 990-P be filed is made position to furnish additional informa- 

300 F Son . as ° pA . ° 

151 | payable on demand, its continuance clear by the questions on page | of the tion that may be required, and speci- 

~ beyond December 31, 1955, would then form. Question 6 is for the purpose of _ fically, if the answer is yes to (a), (d), or 

af | constitute a prohibited transaction. determining whether or not the trust (e) the trustee is required to furnish 

300 | anid daiik —T has engaged in any unrelated business specifically required information with 
290 ualified trusts must file - . : ; : . : + 

33 une fi transactions, which may result in taxable respect to the financial candition and 

60 I Ihe Internal Revenue Service has  jncome to the trust. If the trust has en- earning capacity of the employer, with 

R made it clear that all qualified trusts gaged in such transactions the next reconciliations of changes in such state- 
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Now Available: 


PRACTITIONER’S GUIDES TO 
CURRENT TAX PROBLEMS 


. . . A series of practical, up-to-the-minute handbooks designed 


to give you the current picture on tax problems most widely 


encountered in practice today 


WHAT THE PRACTITIONER'S GUIDES ARE: 


Each of the Practitioner's Guides is a concise handbook 
containing all the significant material on a particular 
subject which has been published in The Journal of 
Taxation during the past year. Each Guide includes in- 
terpretative articles, summaries of current court deci- 
sions affecting that subject, comment by The Journal's 
editors. The purpose is to bring together in a handy, 
low-cost handbook all a practitioner needs to know to 
orient himself on the current picture of that subject. It 
is intended to eliminate hours of searching, looking up, 
gathering together from diverse sources, the material 
needed to get the current picture. 

The Guides will vary in size from 16 to 96 pages 
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GUIDE 
No. 1 


* How to set up the company 
* Getting money out at least tax cost 


* How to advance money to corpo- 
ration and get it back at least 


The guaranteed-loan method of 
getting ordinary-loss deductions 


Tax advantages of the corporate 


(6 x 9 inches), paper cover; price will vary from 
50¢ to $2. 

Editor of the Practitioner's Guide series is Eleanor 
McCormick, LL.B., CPA, technical editor of The Jour- 
nal of Taxation. In addition, each Guide will be spe- 
cifically edited by the departmental editor of The Jour- 
nal of Taxation concerned with that subject. 

The first Guide deals with close corporations and 
related problems; others in preparation cover: stock 
options and other tax-saving compensation plans, tax 
advantages in incorporating, how to control capital v. 
ordinary gains, tax effects of various inventory methods, 
depreciation, how to use 1954 Code provisions for 
maximum tax saving, and others. 


How to organize the close 


corporation to minimize 
; taxes under the 1954. Code 


Here is a broad and up-to-date group of analyses, comments, new 
decisions on how the close corporation is being used to save taxes 
today. This Guide, containing over 50 separate items, includes helpful 
analysis of: 


* The thin-incorporation problem: 
(1) is it loan or capital? (2) if 
loan, is it business? and (3) if loan 
is it now worthless? 

* Minimizing taxes on transfers to 
controlled corporations 

* Tax considerations in switching 
from partnership to corporation 

* Advantages to investor of corpo- 
rate form 


“How to organize the close corporation to minimize taxes under the 
1954 Code” is 64 pages—plus cover, page size 6 x 9 inches, price $2. 
Material in it has been carefully chosen and edited from recent issues 
of The Journal of Taxation. Included are many technical and interpre- 
tative analyses, plus brief summaries of every important recent court 
decision and Revenue Ruling bearing on use of the close corporation. 
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